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H.R.  4503;  THE  DERIVATIVES  SAFETY  AND 
SOUNDNESS  SUPERVISION  ACT  OF  1994 


TUESDAY,  JULY  12,  1994 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions, 
Supervision,  Regulation  and  Deposit  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
2128,  Raybum  House  Office  Building,  Hon.  Stephen  L.  Neal  [chair- 
man of  the  subcommittee]  presiding. 

Present:  Chairman  Neal,  Representatives  Schumer,  Klein, 
Deutsch,  Hinchey,  McCollum,  Leach,  Baker,  Nussle,  and  Lazio. 

Chairman  Neal.  I  would  like  to  call  the  subcommittee  to  order 
at  this  time. 

This  morning,  the  subcommittee  meets  to  hear  testimony  on  H.R. 
4503,  the  Derivative  Safety  and  Soundness  Act  of  1994.  This  legis- 
lation seeks  to  establish  a  framework  within  which  bank  regulators 
can  try  to  ensure  that  banks  develop  sound  systems  and  practices 
for  managing  the  risks  inherent  in  the  derivatives  market.  It  is  not 
our  intention  to  enact  legislation  that  would  stifle  the  normal  and 
healthy  growth  of  derivatives  or  other  creative  aspects  of  our  finan- 
cial system. 

Many  financial  institutions  and  consumers  of  derivative  products 
have  found  them  to  be  useful  tools  in  managing  and  mitigating 
risk.  If  used  properly,  derivatives  can  help  lower  interest  costs, 
which  necessarily  reflect  perceptions  of  risk.  But  derivatives  can,  in 
general,  only  mitigate  or  eliminate  some  risk  at  the  cost  of  creating 
other  types  of  risk. 

The  overall  benefits  of  derivatives  stem  from  the  fact  that  the 
risks  they  create  for  the  consumer  of  the  derivative  product  are  less 
dangerous  or  more  acceptable  than  the  risks  they  eliminate  or  miti- 
gate. In  the  ideal  case,  every  participant  in  the  derivatives  market 
ends  up  with  a  better  profiled  risk  from  his  own  point  of  view  than 
would  be  attainable  without  the  derivative  instrument. 

Practice,  of  course,  falls  short  of  the  ideal.  The  ideal  requires 
that  participants  in  a  derivatives  market  fully  understand  the  risk 
they  would  carry  without  derivatives  and  the  different  set  of  risks 
they  would  acquire  with  derivatives,  and  be  able  to  evaluate  this 
particular  risk  exchange  reasonably  well. 

Recent  experience  indicates  that  not  all  users  of  derivatives  are 
able  to  assess  these  risks  properly.  It  suggests  they  will  need  to 
promote  better  understanding  of  the  derivatives  market. 

(1) 


I  would  like  to  emphasize  this  need  for  understanding  by  making 
a  point  which  is  lost  sight  of  in  the  glare  of  publicity  about  losses 
suffered  on  derivatives.  Even  in  the  ideal  case,  when  participants 
use  derivatives  properly  to  improve  their  own  risk  profile  and  all 
are  able  to  evaluate  these  risks  astutely,  losses  will  inevitably 
occur. 

After  all,  risks  inherent  in  financial  markets  can  be  mitigated 
but  cannot,  in  general,  be  eliminated.  Losses  are  inevitable.  But 
they  are  offset  by  the  profits  made  by  participants  on  the  other  side 
of  tne  derivatives  market. 

In  other  words,  there  is  no  direct  net  loss  to  the  economy  as  a 
whole,  just  a  redistribution  of  gains  and  losses  compared  with  the 
pattern  that  would  prevail  in  the  absence  of  derivatives. 

The  question  is  not  whether  gains  and  losses  will  occur,  but 
whether  the  redistribution  that  is  achieved  by  use  of  derivatives  is 
on  the  whole  a  better  pattern  than  would  occur  in  the  absence  of 
derivatives.  We  can't  answer  that  question  directly  but  we  can  ap- 
proach an  answer  by  way  of  asking  different  questions. 

Do  the  participants  really  know  what  they  are  doing?  Do  they 
understand  the  particular  derivative  products,  and  their  relation- 
ship to  their  own  financial  and  business  needs?  Are  they  swayed 
by  regulatory  or  other  incentives  which  distort  the  proper  function- 
ing of  a  derivatives  market? 

If  we  suspect  that  users  do  not  understand  derivatives  very  well, 
do  not  evaluate  them  carefully  in  relation  to  their  own  business 
needs  or  are  being  driven  by  incentives  that  distort  the  market, 
then  we  are  entitled  to  suspect  that  the  revenues  produce  patterns 
of  gains  and  losses  that  are  not  beneficial  compared  to  what  would 
occur  without  derivatives. 

I  hope  this  legislation  will  help  establish  a  supervisory  and  regu- 
latory framework  within  which  the  regulators  can  promote  better 
understanding  of  the  derivatives  market  and  can  reduce  incentives 
that  may  distort  its  proper  functioning.  That  is,  however,  a  daunt- 
ingly  complex  market,  and  I  certainly  would  not  claim  to  under- 
stand it  well  enough  to  be  sure  this  legislation  will  actually  achieve 
that  goal. 

Finally,  I  want  to  make  a  last  point  in  reference  to  the  widely 
misunderstood  role  of  speculation  and  speculators.  Speculators  are 
absolutely  essential  to  the  proper  functioning  of  any  market  that 
attempts  to  redistribute  risk  to  the  benefit  of  nonspeculators.  I 
realize  there  is  no  sharp  line  between  speculators  and  non-specu- 
lators. We  can,  nonetheless,  roughly  classify  market  participants  in 
terms  of  their  objectives. 

Are  they  trying  to  make  their  existing  risks  more  manageable 
and  less  threatening,  or  are  they  actually  taking  on  new  or  more 
dangerous  risk  in  order  to  reap  exceptional  profits? 

Both  types  of  participants  are  necessary  to  make  a  good  market. 
If  we  dia  anything  to  stifle  speculation  across  the  board,  we  would 
seriously  undermine  the  healthy  functioning  of  a  potentially  bene- 
ficial market.  But  we  should  be  concerned  about  the  possible  scope 
of  speculative  activities  undertaken  by  financial  institutions  operat- 
ing with  federally  insured  deposits. 

The  pristine  role  for  such  institutions  would  be  to  operate  as  a 
market  maker  with  little  or  no  market  risk  exposure  of  its  own. 


That  cannot  be  an  absolute  requirement,  however,  since  it  is  un- 
likely, probably  impossible,  that  banks  could  function  as  good  mar- 
ket makers  without  accepting  some  exposure  on  their  own  account 
to  market  risk  and  derivatives. 

And  there  is  no  reason  banks  should  not  engage  in  some  deriva- 
tives activity  purely  for  their  own  account,  speculating,  as  it  were, 
on  market  risk.  They  can  ideally  make  a  beneficial  contribution  to 
the  speculation  a  well-functioning  derivatives  market  needs.  Banks 
already  speculate  across  the  board  in  many  kinds  of  nonderivative 
financial  instruments  to  the  immense  benefit  of  our  economy  as  a 
whole. 

In  fact,  banks  are  essentially  in  the  risk  management  business. 
But  there  is  always  the  question  of  quality  and  degree.  No  less 
than  other  participants,  banks  need  to  understand  derivatives  in 
relation  to  their  overall  portfolio,  the  need  to  keep  their  own  mar- 
ket risk  exposure  restrained  within  the  proper  relationship  to  their 
other  assets  and  to  their  capital. 

Obviously,  I  cannot  say  just  what  that  relationship  should  be  and 
I  doubt  that  bank  regulators  can  at  this  point  specify  with  cer- 
tainty. All  I  can  say  is  that  we  should  urge  them,  as  this  legislation 
does,  to  try  to  find  a  workable  set  of  regulations  and  systems  of 
oversight  that  allows  banks  to  make  a  good  market  in  derivatives 
for  their  customers  and  for  themselves  while  ensuring  they  pose  no 
undue  risk  to  the  taxpayers  who  stand  behind  their  federally  in- 
sured deposits. 

We  have  a  distinguished  group  of  witnesses  this  morning  to  help 
us  understand  this  situation.  And  before  hearing  from  them,  I 
would  like  to  yield  to  our  very  fine  ranking  minority  member,  Mr. 
McCollum. 

Mr.  McCollum.  Thank  you  very  much,  Mr.  Chairman. 

Today,  as  we  receive  testimony  on  H.R.  4503,  I  think  we  should 
ask  ourselves  whether  legislation  on  derivatives  is  really  necessary 
at  this  time.  I  tend  to  side  with  banking  regulators  whom  I  have 
heard  from  in  the  past.  I  would  be  curious  to  hear  what  you  gentle- 
men have  to  say  today,  but  those  I  have  heard  from  in  the  past, 
including  Chairman  Greenspan,  have  concluded  that  banking  sec- 
tor derivative  activities  are  being  adequately  regulated  and  pose 
little  threat  to  the  safety  and  soundness  of  the  banking  system. 

That  is  not  to  say  that  their  explosive  growth  is  something  we 
shouldn't  be  monitoring.  I  think  we  should  be  continuing  our  over- 
sight as  we  have  been  doing  this  past  year. 

I  particularly  want  to  commend  my  colleague,  Jim  Leach,  for  fo- 
cusing his  attention  on  derivative  products.  Thanks  to  his  efforts 
and  his  original  bill,  many  of  his  recommendations  and  those  of  the 
Group  of  Thirty  have  been  adopted  by  the  industry  and  the 
regulators. 

My  major  concern  about  H.R.  4503  is  that,  if  enacted,  it  would 
add  further  regulations  to  the  most  heavily  regulated  participants 
in  the  derivatives  markets,  the  commercial  banks. 

Furthermore,  although  the  GAO  study  is  being  used  as  the  rea- 
son to  pass  this  bill,  the  GAO  has  already  concluded  that  the  bank- 
ing industry  is  most  effectively  regulated  in  this  area.  The  GAO  did 
stress  that  there  were  gaps  in  the  regulatory  treatment  of  other  fi- 


nancial  service  participants.  This  bill,  however,  does  nothing  to  ad- 
dress these  regulatory  gaps. 

Mr.  Chairman,  I  look  forward  to  hearing  the  testimony  of  the 
witnesses  on  this  legislation  and  perhaps  they  could  share  some 
light  on  my  perceptions  as  I  now  have  them. 

Thank  you. 

Chairman  Neal.  Thank  you,  sir,  very  much. 

Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman,  and  let  me  thank  you 
for  holding  these  hearings.  I  think  they  serve  a  very  useful  func- 
tion, to  better  educate  Congress  and  the  public  about  the  use  and 
risks  of  derivative  instruments. 

My  major  point  here  is  a  simple  one.  The  reason  that  we  have 
all  these  questions  about  derivatives  and  particularly  derivatives  in 
the  banking  industry  is  because  of  the  fundamental  imbalance  in 
the  overall  structure  of  the  banking  industry. 

In  other  words,  as  banking  has  transmogrified  from  what  once 
was  a  traditional  type  business  into  a  sort  of  new  financial  type 
business  for  some  banks — not  most,  but  some — we  have  the  ironic 
situation,  the  dangerous  situation,  potentially  dangerous,  of  risky 
activities  being  funded  with  insured  dollars. 

To  nibble  around  the  edges,  to  try  and  readjust  on  a  piece-by- 
piece  basis  is  going  to  be,  to  me,  ultimately  futile.  What  we  ought 
to  be  talking  about  in  terms  of  derivatives  and  in  terms  of  a  lot 
of  other  things  is  restructuring  the  banking  industry  to  a  concept 
more  along  the  lines  of  the  core  bank  concept  which  I  have  advo- 
cated for  a  few  years,  or  at  the  very  least,  the  wholesale  bank  con- 
cept, both  of  which  would  say,  "Banks,  do  what  anyone  else  in  the 
marketplace  does,  but  if  it  is  risky,  if  it  is  new — and  derivatives 
have  to  be  considered  as  new,  and  anyone  who  claims  he  or  she 
knows  the  future  for  the  next  10  years  as  to  what  will  happen  with 
derivatives,  I  think  is  overstating  their  own  brilliance  and  proph- 
esying ability — but  if  it  is  new  and  if  it  is  risky,  do  it  without  in- 
sured dollars.  That  is  the  basic  problem  we  face  here. 

I  think,  overall,  derivatives  are  probably  beneficial  to  the  mar- 
kets. I  think,  overall,  anyone  who  tries  to  stop  new  financial  inva- 
sions ends  up  being,  you  know,  a  21st  century  Luddite.  But  I  think 
there  is  certainly  a  reason  to  say,  when  it  is  done  with  insured 
funds,  we  ought  to  be  a  little  more  careful  than  when  it  is  not,  for 
two  reasons:  One,  the  losses,  which  those  of  us  who  sat  on  this  sub- 
committee through  the  S&L  crisis  have  realized,  as  America  has 
realized;  but  second,  when  it  is  insured  dollars,  there  is  no  one 
looking  over  the  shoulder  to  make  a  market  decision,  are  these  dol- 
lars being  invested  wisely. 

In  an  uninsured  situation,  someone  who  puts  up  $1  million  to 
speculate  in  derivatives  is  going  to  be  looking  over  the  derivative 
maker,  user,  and  trader's  shoulder.  But  when  I  put  my  $100,000 
in  a  bank  and  they  use  it  for  derivatives,  I  don't  care,  because  I 
know  it  will  be  insured.  And  that  is  the  problem. 

Just  two  minor  points,  Mr.  Chairman.  And  by  the  way,  the  GAG 
Report,  which  started  all  of  this,  says  that.  I  think  what  we  have 
to  do,  the  GAG  urges  Congress  to  systematically  address  the  need 
to  revamp  and  modernize  the  entire  U.S.  financial  regulatory 
system. 


To  me,  this  hearing  is  one  of  many  that  would  simply  point  inex- 
orably in  the  direction  of  reorganizing  the  system. 

Two  other  points.  Disclosure:  I  think  disclosure  makes  a  great 
deal  of  sense.  This  makes  sense  in  derivatives  whether  it  be  in  a 
bank  or  elsewhere.  The  regulators,  you  get  this  disclosure,  the  pub- 
lic doesn't.  Sunshine  is  a  good  thing.  You  certainly  don't  want 
someone  to  give  up  their  competitive  advantage  when  they  think 
of  something  new  or  zany,  but  sunshine  is  a  good  thing. 

The  other  thing,  though,  the  one  part  I  am  a  little  concerned 
about  is  the  word  "suitability,"  the  suitabilitv  standard.  It  seems 
to  me  that  is  a  very  broad  word.  We  ought  to  be  giving  banks  more 
guidelines  than  saying,  "you  can't  do  something  unsuitably."  One 
person's  suitability  is  another  person's  un suitability.  So  I  am  a  lit- 
tle dubious  of  that  language  and  I  think  it  ought  to  be  tightened 
up  if  we  are  going  to  move  forward  with  this  legislation. 

Other  than  that,  Mr.  Chairman,  I  am  delighted  we  are  moving 
ahead,  and  I  think  this  hearing  should  be  educational  and  helpful 
to  all  of  us. 

Chairman  Neal.  Thank  you,  sir. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  I  want  to  thank  you  as 
well  for  holding  this  hearing  and  thank  the  witnesses  for  taking 
the  time  out  of  their  busy  schedules  to  join  us  today. 

Financial  derivatives  are  important  financial  tools  and  any  ac- 
tion by  this  subcommittee  will  have  important  consequences  for  the 
financial  markets.  It  is  for  this  very  reason  the  Banking  Committee 
should  move  cautiously.  With  a  weak  dollar  and  rising  interest 
rates,  the  financial  markets  are  very  jumpy.  The  subcommittee 
should  not  give  the  investment  community  more  opportunity  to 
worry.  H.R.  4305  may  make  Members  feel  more  secure  but  will 
have  the  opposite  effect  on  the  financial  community. 

Too  often  Congress  takes  actions  which  have  unintended  con- 
sequences beyond  the  beltway.  I  am  certainly  open  to  the  question 
of  whether  S&Ls  should  have  been  allowed  to  hold  junk  bonds. 
However,  once  they  were  allowed  to  hold  junk  bonds  a  legislatively 
mandated  divestiture  of  the  bonds  is  a  good  way  to  collapse  a  mar- 
ket. We  saw  the  result  just  a  few  years  ago.  The  mere  mention  in 
the  Senate  of  further  regulation  of  credit  cards  led  to  large  losses 
for  the  stock  market.  I  have  strong  concerns  for  moving  ahead  with 
this  bill  for  fear  of  similar  impact. 

In  addition,  it  is  ill-advised  to  only  regulate  derivatives  activities 
conducted  by  banks  but  not  their  competitors.  If  derivatives  legisla- 
tion is  needed  then  it  should  address  all  the  players  in  the  market 
and  not  place  the  most  well-managed  and  regulated  sector  at  a 
competitive  disadvantage.  Banks  are  better  regulated  than  other 
players  in  the  derivatives  market.  To  place  new  burdens,  such  as 
suitability  standards,  on  banks  would  place  them  at  a  competitive 
disadvantage  to  securities  firms  and  insurance  companies. 

We  live  in  a  time  when  derivatives  activities  are  an  increasingly 
important  part  of  a  bank's  balance  sheet.  As  banks  face  growing 
competition  for  business  from  other  parts  of  the  financial  services 
industry,  derivatives  will  become  more  important  to  the  financial 
condition  of  a  bank.  Ironically,  H.R.  4503  could  make  derivatives 


activity  by  banks  less  desirable  and  in  the  long  run  make  the  bank- 
ing industry  and  system  less  stable. 

In  conclusion,  I  want  to  welcome  the  two  panels  of  witnesses.  I 
commend  the  regulators  for  the  fine  work  they  have  done  in  this 
area  and  look  forward  to  their  testimony  and  the  following 
questions. 

Thank  you. 

Chairman  Neal.  Mr.  Hinchey. 

Mr.  Hinchey.  Thank  you,  Mr.  Chairman. 

I  have  no  statement  other  than  to  say  thank  you  very  much  for 
holding  the  hearing.  I  think  it  is  a  very  important  issue,  obviously. 
It  is  one  that  the  subcommittee  should  be  looking  into  in  the  way 
that  you  have  designed  this,  and  I  too  want  to  welcome  the  wit- 
nesses. I  look  forward  to  hearing  what  they  have  to  say. 

Chairman  Neal.  Thank  you. 

If  there  are  no  other  opening  comments,  we  will  hear  from  our 
first  panel  at  this  time.  Our  first  panel  is  comprised  of  the  Honor- 
able Eugene  Ludwig,  Comptroller  of  the  Currency;  the  Honorable 
Andrew  Hove,  Jr.,  Acting  Chairman,  Federal  Deposit  Insurance 
Corporation;  and  the  Honorable  Jonathan  L.  Fiechter,  Acting  Di- 
rector, Office  of  Thrift  Supervision. 

Gentlemen,  thank  you  very  much  for  coming  this  morning.  We 
will  put  your  entire  statements  in  the  record  and  ask  that  you 
summarize  a  bit  so  we  will  have  some  time  for  questions  and  an- 
swers. If  it  is  all  right  with  you,  we  will  just  hear  from  you  in  the 
order  in  which  I  mentioned  your  names. 

Mr.  Ludwig,  thank  you,  sir.  We  would  like  to  hear  from  you. 

STATEMENT  OF  EUGENE  LUDWIG,  COMPTROLLER  OF  THE 
CURRENCY,  OFFICE  OF  THE  COMPTROLLER  OF  THE 
CURRENCY 

Mr,  Ludwig.  Mr.  Chairman  and  members  of  the  subcommittee, 
thank  you  for  this  opportunity  to  testify  on  H.R.  4503,  the  Deriva- 
tives Safety  and  Soundness  Supervision  Act  of  1994. 

As  supervisor  of  national  banks,  the  Office  of  the  Comptroller  of 
the  Currency  believes  that  the  safety  and  soundness  issues  associ- 
ated with  bank  use  of  derivatives  are  of  great  importance.  H.R. 
4503  is  a  thoughtful  response  to  these  issues.  You  are  to  be  com- 
mended for  your  leadership  in  this  area.  The  Office  of  the  Comp- 
troller is  pursuing  the  goals  of  H.R.  4503  through  numerous  efforts 
to  enhance  our  supervision  of  bank  derivatives  activities  and  to 
modify  the  accounting  and  disclosure  requirements  applying  to 
those  activities.  We  believe  we  can  accomplish  these  goals  without 
additional  legislative  authority. 

In  the  interests  of  time,  this  morning  I  will  submit  my  detailed 
written  statement  for  the  record  and  focus  my  remarks  on  three 
points. 

Point  one,  effective  supervision  of  national  bank  derivatives  ac- 
tivities has  been  and  will  continue  to  be  one  of  my  top  priorities 
as  Comptroller.  Soon  after  I  entered  office,  we  created  an  OCC  De- 
rivatives Task  Force  to  produce  additions  to — and  refinements  of — 
our  policy  in  this  area. 

As  you  know,  Mr.  Chairman,  one  of  the  first  products  of  the  task 
force  was  Banking  Circular  277,  "Risk  Management  of  Financial 


Derivatives."  We  issued  that  on  October  27,  1993,  to  the  chief  exec- 
utive officers  of  all  national  banks.  On  May  10  of  this  year,  the  Of- 
fice of  the  Comptroller  issued  23  pages  of  further  guidance  to  banks 
in  the  form  of  commonly  asked  questions  and  answers.  We  are  also 
developing  supplemental  examiner  guidance  to  accompany  BC  277, 
which  will  include  detailed,  comprehensive  procedures  for  examin- 
ing the  derivatives  activities  of  national  banks.  We  plan  to  issue 
this  guidance  shortly.  BC  277  and  the  accompanying  questions  and 
answers  provide  guidance  on  many  supervisory  items  that  H.R. 
4503  would  require  the  banking  agencies  to  consider,  including: 
Senior  management  and  board  oversight;  market  risk  management; 
credit  risk  management;  liquidity  risk  management;  operations  and 
systems  risk  management;  and  capital  adequacy  and  legal  issues. 

Since  issuing  BC  277,  we  have  been  examining  national  banks 
for  their  compliance  with  its  guidance  through  on-site  examinations 
and  evaluations  of  internal  risk  management  processes  and  inter- 
nal controls.  We  examine  the  banks  with  the  largest  volume  of  de- 
rivatives activities  on  a  continuous  basis.  Those  banks  account  for 
roughly  95  percent  of  the  notional  amount  of  derivatives  contracts 
reported  by  binational  banks.  There  are  full-time,  resident  exam- 
iner staffs  in  each  of  the  seven  dealer  banks  and  at  the  largest  end 
user  banks  we  supervise,  ranging  in  size  from  3  to  22  examiners 
at  the  dealer  banks  and  from  1  to  13  at  the  largest  end  user  banks. 
We  often  supplement  those  permanent  staff  with  specialized  exam- 
iners during  derivatives-related  examinations.  Most  other  end  user 
banks  are  examined  once  every  12  months,  and  every  national 
bank  is  examined  at  least  once  every  18  months. 

In  short,  Mr.  Chairman,  BC  277  sets  forth  best  practices  and 
safe  and  sound  procedures  for  managing  risk,  and  we  expect  all  na- 
tional banks — dealers  and  end  users — to  apply  the  guidance  not 
only  to  their  derivatives  activities,  but  to  risk  management  gen- 
erally, to  the  extent  possible. 

I  want  to  stress  here  that  the  Office  of  the  Comptroller  has  the 
authority  to  take  enforcement  action  regarding  any  unsafe  or  un- 
sound banking  practice  arising  from  a  national  bank's  noncompli- 
ance with  BC  277.  If  an  examiner  finds  that  a  national  bank  is  not 
in  substantial  compliance  with  BC  277,  he  or  she  will  notify  agency 
management  and  inform  the  bank's  board  and  senior  management 
that  we  expect  the  bank  to  correct  the  problem.  If  the  bank  fails 
to  address  the  problem  to  our  satisfaction,  we  may  commence  an 
enforcement  action,  requiring  it  to  engage  in  corrective  action. 

In  addition  to  our  own  internal  efforts,  the  Office  of  the  Comp- 
troller is  participating  jointly  with  other  agencies  in  several  domes- 
tic and  international  efforts  to  coordinate  regulation  and  super- 
vision of  derivatives  use.  Last  September,  we  coordinated  the  for- 
mation of  an  informal  interagency  task  force  of  bank  and  thrift  reg- 
ulators, which  includes  staff  from  the  Office  of  the  Comptroller,  the 
Federal  Reserve  Board,  the  Office  of  Thrift  Supervision,  and  the 
Federal  Deposit  Insurance  Corporation.  The  group  has  several 
goals:  To  share  information  on  the  extent  of  banks'  involvement  in 
derivatives  activities;  to  enhance  disclosures  by  banks  of  their  de- 
rivatives activities;  to  discuss  ways  of  achieving  greater  cooperation 
in  the  examination  process;  and  to  review  and  evaluate  procedures 
for  risk  valuation,  pricing,  and  stress  testing. 


8 

We  also  participate  in  the  Working  Group  on  Financial  Markets, 
chaired  by  Secretary  Bentsen,  which  has  added  derivatives  and 
interagency  coordination  of  derivatives  supervision  to  its  agenda. 
And,  we  participate  in  the  Basle  Committee  on  Bank  Supervision's 
international  efforts  to  enhance  the  risk-based  capital  standards 
applying  to  bank  use  of  derivatives.  I  have  personally  represented 
the  Office  of  the  Comptroller  at  meetings  of  the  Basle  Committee. 

Point  two,  the  Office  of  the  Comptroller  is  working  in  conjunction 
with  other  U.S.  banking  regulators  and  foreign  banking  regulators 
to  incorporate  risks  arising  from  bank  derivatives  transactions  into 
capital  standards  that  are  comparable  for  everyone,  just  as  H.R. 
4503  would  require.  As  described  in  detail  in  my  written  testimony, 
the  scope  of  these  initiatives  includes  assessments  of  credit  risk,  in- 
terest rate  risk,  and  market  rate  risk. 

Point  three,  we  are  involved  in  a  number  of  initiatives  to  improve 
bank  disclosures  in  the  derivatives  area — in  the  Call  Report  and 
elsewhere.  For  example,  last  December,  the  Federal  Financial  In- 
stitution's Examination  Council  [FFIEC],  of  which  we  are  a  mem- 
ber, expanded  regulatory  reports  to  include  information  on 
nonperforming  derivatives  contracts  and  to  enhance  disclosure 
about  derivatives  held  in  a  trading  or  dealing  capacity.  These 
changes  were  effective  March  31,  1994.  Also,  a  current  FFIEC  pro- 
posal would  expand  disclosure  of  the  nature  and  extent  of  a  bank's 
derivatives  activities,  their  associated  credit  and  market  risks,  and 
their  impact  on  earnings. 

We  also  support  the  accounting  profession's  efforts  to  improve 
disclosures  for  all  users  of  derivatives,  and  we  contribute  to  those 
efforts  where  appropriate.  For  example,  we  comment  on  proposals 
issued  by  the  Financial  Accounting  Standards  Board  [FASB],  and 
we  participate  in  the  FASB's  Financial  Instruments  Task  Force.  In 
addition,  the  Bank  Interagency  Task  Force  has  begun  to  actively 
address  appropriate  accounting  standards  for  banks  in  this  area. 

Mr.  Chairman,  we  have  accomplished  much  in  a  relatively  short 
time.  And  based  on  our  recent  examinations  of  national  banks  and 
discussions  we  have  had  with  market  participants,  it  appears  that, 
for  the  most  part,  national  banks  and  especially  the  dealer  banks, 
have  committed  considerable  technological  and  numan  resources  to 
managing  and  controlling  the  risks  arising  from  their  derivatives 
activities. 

The  Office  of  the  Comptroller,  however,  continues  to  have  some 
concerns  about  these  activities.  First,  our  examiners  have  found 
that  the  extent  of  senior  management  and  board  knowledge  and 
oversight  of  bank  derivatives  activities  at  a  few  national  banks  is 
not  as  broad  as  we  would  like.  Our  examiners  have  informed  the 
management  at  those  banks  that  we  expect  them  to  correct  any  de- 
ficiencies in  this  regard.  We  are  monitoring  the  actions  the  banks 
are  taking  to  ensure  they  correct  the  problems  we  have  identified. 

Second,  we  are  paying  particular  attention  to  bank  trading  and 
use  of  certain  specialized  derivative  instruments,  including  certain 
types  of  structured  notes.  We  are  considering  further  supervisory 
action  on  these  instruments. 

Third,  the  proprietary  trading  units  of  some  of  the  dealer  banks 
actively  trade  cash  and  derivative  instruments  to  establish  risk  po- 
sitions for  the  bank  that  are  independent  of  the  bank's  customer- 


related  and  risk  management  activities.  The  key  from  a  super- 
visory perspective  is  to  ensure  that  the  risks  arising  from  propri- 
etary trading  are  fully  understood  and  are  not  excessive.  Thus  far, 
our  review  of  these  trading  operations  leads  us  to  believe  that  the 
national  banks  operating  them  are  adequately  controlling  the  asso- 
ciated risks.  Nevertheless,  the  fact  that  national  banks  are  engag- 
ing in  these  activities  raises  certain  public  policy  issues;  and,  as  a 
result,  the  Office  of  the  Comptroller  is  devoting  further  attention 
to  this  area. 

In  conclusion,  Mr.  Chairman,  the  Office  of  the  Comptroller  is  ad- 
dressing a  range  of  issues  generated  by  national  bank  derivatives 
activities.  We  will  continue  to  strengthen  our  supervision  of  these 
activities,  as  appropriate.  We  remain  committed  to  participating  in 
joint  efforts  to  adopt  and  promote  regulations  and  policies  that  are 
appropriate  for  these  evolving  markets.  Should  we  find  current 
measures  to  be  inadequate,  we  will  take  further  action  to  address 
any  areas  of  concern. 

The  Office  of  the  Comptroller  recognizes  that  derivative  instru- 
ments are  tools  and  that  any  tool  can  be  misused,  wittingly  or  un- 
wittingly. As  bank  supervisors,  we  must  consider  whether  banks 
are  engaging  in  derivatives  activities  appropriately,  case  by  case, 
just  as  we  must  review  asset  quality,  bank  by  bank.  That  is  not 
posturing.  That  is  prudence. 

Thank  you,  Mr.  Chairman.  I  look  forward  to  addressing  your 
questions. 

[The  prepared  statement  of  Mr.  Ludwig  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you  very  much. 

Mr.  Hove. 

STATEMENT  OF  HON.  ANDREW  HOVE,  JR.,  ACTING  CHAIRMAN, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

Mr.  Hove.  Thank  you,  Mr.  Chairman,  and  members  of  the  sub- 
committee. I  am  pleased  to  have  this  opportunity  to  present  the 
views  of  the  FDIC  on  H.R.  4503,  the  Derivatives  Safety  and  Sound- 
ness Supervision  Act  of  1994.  My  testimony  today  will  address  the 
issues  that  derivatives  raise  for  the  deposit  insurance  funds.  In  ad- 
dition, I  will  comment  on  the  proposed  legislation. 

As  the  insurer,  the  FDIC  recognizes  that  the  size,  complexity, 
and  dramatic  growth  of  this  globalmarket  has  demanded  increased 
regulatory  scrutiny  and  concern.  I  believe  we  are  responding  to 
these  challenges  appropriately  and  promptly. 

The  use  of  financial  derivatives  is  a  natural  outgrowth  of  the  nor- 
mal business  activity  of  a  financial  intermediary.  Financial  institu- 
tions have  traditionally  accepted  and  properly  managed  credit, 
market  and  liquidity  risks — three  of  the  principal  risks  of  deriva- 
tive instruments — when  in  the  form  of  assets  and  liabilities. 

When  used  appropriately,  financial  derivatives  can  provide  sub- 
stantial funding,  liquidity,  and  risk  management  benefits  to  many 
segments  of  the  domestic  and  international  economies,  including 
insured  depository  institutions.  Financial  derivatives  allow  partici- 
pants in  the  financial  markets  to  limit  or  manage  various  risks,  by 
transferring  or  selling  these  risks  to  other  parties  willing  to  as- 
sume them  and  presumably  better  able  to  manage  or  absorb  them. 
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However,  to  the  extent  these  complexities  are  not  well-understood 
or  mismanaged,  derivatives  can  result  in  losses  that  may  take 
management  and  regulators  by  surprise.  This  potential  leads  to  the 
current  concern  over  the  impact  of  derivatives  on  the  financial 
system. 

The  FDIC  has  a  dual  role  during  times  of  potential  systemic 
problems.  First,  we  must  protect  the  Federal  deposit  insurance 
funds  against  losses.  Second,  we  coordinate  with  other  financial 
regulators  to  stem  the  contagion  and  maintain  orderly  financial 
markets  activity  and  payments  system  integrity. 

The  first  line  of  defense  must  be  the  management  of  banks  that 
use  derivatives.  Federal  supervision  of  the  banking  system  is  de- 
signed to  ensure  that  management  is  capable  of  understanding  and 
controlling  the  risks  of  bank  activities,  including  derivatives.  Be- 
cause the  vast  majority  of  the  derivatives  activities  in  the  U.S. 
banking  system  is  concentrated  in  national  banks  or  State  banks 
that  belong  to  the  Federal  Reserve  System,  the  FDIC  relies  heavily 
on  the  supervisory  efforts  of  the  Comptroller  of  the  Currency  and 
the  Federal  Reserve  to  monitor  and  control  the  use  of  derivatives 
in  federally  insured  institutions. 

A  number  of  those  who  have  testified  and  written  on  this  subject 
have  stressed  the  desirability  of  industry  self-regulation  with  re- 
spect to  derivatives.  This  seems  particularly  relevant  to  the  deposit 
insurance  system,  for  the  insurance  funds  represent  capital  that 
banks  and  thrifts  have  put  up  to  protect  depositors  and  taxpayers. 
As  a  result,  the  industry  has  a  direct  financial  interest  in  how  the 
FDIC  manages  the  risks  posed  by  derivatives.  I  would  call  on  the 
banking  industry  to  work  together  with  the  regulators  to  ensure  an 
approach  that  protects  the  insured  funds  without  stifling  the  legiti- 
mate benefits  of  derivatives. 

As  introduced,  H.R.  4503,  the  Derivatives  Safety  and  Soundness 
Supervision  Act  of  1994,  provides  legislative  guidance  tempered 
with  regulatory  flexibility.  An  important  element  of  this  guidance 
is  the  preservation  of  flexibility  for  the  Federal  financial  institu- 
tions' regulators  in  setting  supervisory  standards  against  which 
they  can  monitor  and  supervise  financial  derivatives  activity  and 
take  appropriate  enforcement  action.  The  FDIC  shares  the  con- 
cerns addressed  by  the  proposal  with  respect  to  the  proposed  risks 
in  derivative  activities.  In  coniunction  with  the  other  financial  in- 
stitution regulatory  agencies,  Doth  domestic  and  international,  we 
already  accomplished,  proposed,  or  initiated  many  elements  of  this 
legislation.  My  written  statement  outlines  these  elements  in  more 
detail.  I  will  focus  my  comments  now  on  provisions  of  particular 
importance  to  the  FDIC. 

Title  III  of  the  bill  contains  provisions  intended  to  clarify  the 
FDIC's  power  as  receiver  or  conservator  to  transfer  "qualified  fi- 
nancial contracts"  of  a  failed  or  failing  institution  to  an  assuming 
institution.  The  transfer  power  is  valuable  both  to  facilitate  con- 
tinuity in  the  derivatives  market  and  to  minimize  resolution  costs 
in  accordance  with  the  existing  "least-cost  resolution"  mandate. 

The  bill's  provisions  on  QFC  transfers  address  two  points  of  un- 
certainty under  the  current  statutory  scheme  and  are  supported  by 
the  FDIC.  However,  the  language  of  Title  III  requires  certain  tech- 
nical changes  in  order  to  accomplish  its  intent.  In  cooperation  with 
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the  Federal  Reserve  Board  staff,  the  FDIC  is  continuing  to  work 
with  your  staff  to  address  these  technical  issues.  We  urge  the  sub- 
committee to  support  these  important  provisions  once  correct  tech- 
nical language  has  been  developed. 

Overall,  we  regard  H.R.  4503  as  a  positive  contribution  toward 
solidifying  ongoing  supervisory  efforts  with  respect  to  derivatives 
activities  of  insured  depository  institutions.  While  we  acknowledge 
that  a  number  of  the  other  provisions  of  H.R.  4503  can  add  to  the 
framework  for  supervision  and  management  of  the  rapidly  growing 
derivatives  market,  we  believe  that  appropriate  supervision  and 
risk  control  of  financial  institutions'  derivatives  activities  can  be 
achieved  without  additional  legislation.  We  believe  that  the  FDIC's 
current  regulatory  authority  provides  sufficient  flexibility  to  allow 
for  a  suitable  response  to  an  unsafe  and  unsound  situation,  without 
adversely  affecting  the  overall  market  for  instruments  which  have 
a  fundamental  benefit  for  the  banking  industry  as  well  as 
borrowers. 

I  look  forward  to  responding  to  your  questions.  Thank  you. 

[The  prepared  statement  of  Mr.  Hove  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you  very  much. 

Mr.  Fiechter. 

STATEMENT  OF  HON.  JONATHAN  L.  FIECHTER,  ACTING 
DIRECTOR,  OFFICE  OF  THRIFT  SUPERVISION 

Mr.  Fiechter.  Good  morning,  Mr.  Chairman  and  members  of  the 
subcommittee.  Thank  you  for  inviting  me  to  testify  on  behalf  of  the 
Office  of  Thrift  Supervision  on  H.R.  4503. 

The  explosive  growth  of  derivative  financial  instruments  has 
drawn  attention  to  the  implications  of  derivatives  for  the  banking 
system  and  the  financial  markets.  The  dialog  on  these  issues  has 
helped  to  demystify  the  world  of  derivatives  and  to  highlight  the 
benefits  as  well  as  the  potential  risks  of  these  instruments. 

More  importantly,  the  dialog  has  prompted  regulators  to  examine 
these  activities  closely  and  has  spurred  dealers  and  end  users  to 
initiate  voluntary  improvements  in  their  risk  management 
practices. 

Over  the  last  several  years  the  OTS  has  taken  an  aggressive, 
proactive  regulatory  approach  to  the  management  and  control  of 
the  interest  rate  risk  in  the  thrift  institutions  we  supervise.  We  be- 
lieve that  our  Interest  Rate  Risk  Program  also  effectively  addresses 
many  of  the  concerns  that  members  of  this  subcommittee  and  oth- 
ers have  voiced  in  the  public  dialog  about  derivatives. 

None  of  the  savings  associations  supervised  by  OTS  act  as  de- 
rivatives dealers.  Savings  associations  are  end  users  of  derivatives; 
they  use  these  products  as  hedges  to  manage  interest  rate  risk. 
While  I  do  not  believe  that  legislation  is  necessary  at  this  time,  I 
support  the  goals  of  the  proposed  legislation,  which  are  consistent 
with  our  own  Interest  Rate  Risk  Program. 

Thrifts  are  in  the  business  of  making  residential  mortgage  loans 
and  taking  retail  deposits.  A  primary  concern  of  thrift  managers  is 
how  to  manage  the  interest  rate  risk  generated  by  these  lending 
and  borrowing  activities. 
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TjTjically,  financial  institutions  wishing  to  control  their  exposure 
to  interest  rate  risk  do  so  by  managing  the  composition  of  their  as- 
sets and  liabilities.  For  example,  an  institution  that  wants  to  re- 
duce its  exposure  to  rising  interest  rates  might  replace  short-term 
borrowings  with  long-term  borrowings,  or  it  might  adjust  the  asset 
side  of  its  balance  sheet  by  replacing  long-term  fixed-rate  assets 
with  shorter  term  or  adjustable  rate  assets. 

Adjusting  the  mix  of  assets  and  liabilities,  however,  can  be  an  ex- 
pensive and  cumbersome  way  to  manage  interest  rate  risk  expo- 
sure and  may  not  be  practical  during  some  phases  of  the  business 
cycle.  Alternatively,  an  institution  can  adjust  its  risk  exposure — 
with  more  precision,  greater  efficiency,  and  often  at  a  lower  cost — 
by  entering  into  off-balance-sheet  transactions  with  derivatives. 

Derivatives  are  not  risk  free,  however.  Our  primary  concern  is 
that  derivatives  not  be  used  by  thrifls  for  speculation,  a  term  I  use 
here  to  refer  to  the  practice  of  leveraging  risk.  Put  simply,  while 
derivatives  offer  new  ways  to  reduce  risk,  they  also  offer  new  ways 
to  speculate. 

Although  speculators  play  a  useful  role  by  taking  on  risks  that 
others  are  unwilling  to  bear,  OTS  does  not  believe  that  savings  as- 
sociations, whose  deposits  are  ultimately  backed  by  the  U.S.  Gov- 
ernment, should  be  permitted  to  take  excessive  or  undue  risk  with 
derivatives  or  any  other  financial  instrument.  We,  therefore,  have 
focused  our  supervisory  attention  on  ensuring  that  thrift  institu- 
tions make  appropriate  use  of  derivatives. 

Mr.  Chairman,  you  along  with  the  other  sponsors  have  recog- 
nized the  risks  to  financial  institutions  posed  by  their  use  of  de- 
rivatives. We  agree  with  and  fully  support  the  objectives  of  H.R. 
4503. 

We  agree  it  is  critical  there  be  management  understanding  and 
oversight  of  derivative  activities  commensurate  in  scope  and  com- 
plexity with  the  activities  undertaken  and  the  risks  assumed.  In- 
ternal controls,  prudent  policies,  and  procedures,  must  be  in  place 
at  institutions  to  effectively  monitor,  analyze,  and  control  deriva- 
tives activities.  Comprehensive  reporting  systems  must  be  avail- 
able to  both  institutions  and  regulators  for  collecting  data  and  ana- 
lyzing risks. 

We  believe  that  we  have  regulations  or  policies  in  place  that  are 
designed  to  achieve  very  similar  goals.  In  particular,  the  OTS  In- 
terest Rate  Risk  Program  is  the  primary  supervisory  tool  that  we 
utilize  to  monitor  and  supervise  thrifts'  use  of  derivatives.  Our  goal 
is  to  determine  whether  an  institution's  interest  rate  risk  manage- 
ment program  has  been  effective,  and  how  derivatives  activity  af- 
fects the  institution's  overall  interest  rate  risk  exposure. 

Last  August,  OTS  amended  its  risk-based  capital  requirements 
to  take  account  of  interest  rate  risk.  The  OTS  interest  rate  risk 
model  is  used  to  link  the  interest  rate  risk  exposure  of  an  institu- 
tion to  its  regulatory  capital  requirements. 

The  OTS  model  takes  derivatives  into  account  in  measuring  an 
institution's  interest  rate  risk  exposure.  We  believe  that  explicitly 
incorporating  interest  rate  risk  into  capital  requirements  provides 
further  incentives  for  savings  associations  to  use  derivatives  to 
manage  and  reduce  interest  rate  risk — not  to  create  new  risk. 


13 

Since  1989,  OTS  has  had  a  thrift  bulletin  in  place  that  states 
that  the  board  of  directors  is  responsible  for  ensuring  the  prudent 
management  of  an  institution's  interest  rate  risk  and  the  adoption 
of  safe  and  sound  management  practices.  It  emphasizes  the  impor- 
tance of  having  directors  ensure  that  an  institution's  policies  and 
procedures  are  at  a  level  of  sophistication  commensurate  with  an 
institution's  activities  and  portfolio.  It  also  establishes  the  need  for 
periodic  review  and  oversight  by  management  and  the  board  of 
directors. 

The  bulletin  also  emphasizes  the  importance  of  adopting  effective 
interest  rate  risk  policies  and  procedures.  Failure  to  adopt  and  im- 
plement adequate  policies  and  procedures  is  considered  an  unsafe 
and  unsound  practice. 

The  OTS  requires  extensive  quarterly  reports  to  collect  informa- 
tion that  has  enhanced  our  ability  to  monitor  the  use  of  derivatives 
by  savings  associations.  This  reporting  schedule  employs  a  coding 
system  that  allows  institutions  to  report  detailed  information  on 
nearly  300  different  types  of  derivative  instruments.  With  this  in- 
formation, OTS  can  estimate  the  present  value  of  an  institution's 
portfolio  of  derivatives  by  contract  type. 

Also,  since  1991,  OTS  has  had  an  interest  rate  risk  model  that 
uses  the  information  collected  to  produce  interest  rate  risk  expo- 
sure reports.  The  exposure  reports  include  OTS's  estimates  of  the 
interest  rate  sensitivity  of  the  institution's  assets,  liabilities,  and 
off-balance  sheet  contracts,  including  derivatives,  under  nine  dif- 
ferent interest  rate  scenarios. 

Among  other  things,  this  information  can  be  used  to  assess 
whether  derivative  contracts  are  being  used  to  reduce  or  increase 
an  institution's  interest  rate  risk  exposure  over  the  range  of  inter- 
est rate  scenarios.  These  reports  are  forwarded  to  the  savings 
associations  to  use  as  a  management  tool  and  are  provided  to  OTS 
supervisory  and  examination  personnel  to  use  in  analyzing  the 
exposure  of  individual  institutions. 

Finally,  the  OTS  fully  supports  and  has  participated  in  ongoing 
efforts  among  the  financial  institution  regulatory  agencies  to 
achieve  the  goal  of  effective  and  appropriate  derivatives  regulation. 
While  we  are  not  formally  a  member  of  the  working  group  on  fi- 
nancial markets,  we  have  participated  in  discussions  of  issues  that 
affect  our  supervision  of  thrifts.  We  are  a  member  of  the  Bank 
Interagency  Derivatives  Task  Force,  and  have  worked  with  other 
regulators  in  that  group  to  improve  derivative  reporting  and 
disclosure. 

In  conclusion,  futures,  options,  swaps,  and  other  derivatives  can 
be  efficient  and  effective  risk-management  tools.  In  fact,  most  de- 
pository institutions  that  have  successfully  used  them  have  done  so 
to  reduce  risk.  In  so  doing,  risk  to  the  Federal  deposit  insurance 
funds  has  also  been  reduced. 

For  this  reason,  we  must  be  careful  to  avoid  creating  an  environ- 
ment that  discourages  savings  associations  or  any  financial  institu- 
tion from  using  valuable  and  legitimate  risk-reduction  tools.  At  the 
same  time,  however,  institutions  that  do  not  understand  how  to  use 
these  products  should  stay  away  from  them. 

Mr.  Chairman,  that  concludes  my  testimony.  I  would  be  happy 
to  answer  any  questions. 
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[The  prepared  statement  of  Mr.  Fiechter  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you. 

All  of  you  have  said  one  way  or  the  other  that  you  think  deriva- 
tives offer  fundamental  benefits  to  the  banking  industry  and  to  bor- 
rowers. You  have  also  all  said  that  you  don't  think  this  legislation 
is  needed  because  you  can  already  keep  an  eye  on  the  situation. 
You  have  said  this  in  different  ways. 

What  parts  of  the  bill  would  adversely  affect  the  market  for  de- 
rivatives? If  you  have  problems  with  the  bill,  I  am  trying  to  get  at 
what  problems  you  have  with  the  bill.  What  aspects  of  the  bill 
would  in  any  way  negatively  impact  this  market? 

Mr.  Ludwig. 

Mr.  Ludwig.  We  have  some  technical  comments  we  could  make 
that  would  strengthen  the  bill.  Our  concern  about  the  bill,  which 
I  think  in  large  part  is  a  rather  fine  effort,  is  that  it  would  freeze 
in  statute  the  way  regulators  supervise  these  activities.  This  is  a 
dynamic  market.  We  currently  have  the  authority  to  supervise  in 
this  area,  and  we  believe  that  flexibility  is  valuable. 

Chairman  Neal.  Would  you  give  us  a  memo  on  that  point?  That 
is  not  what  we  want  to  do.  We  understand  that  this  is  a  dynamic 
market,  and  we  don't  want  to  discourage  that.  It  is  creative  and  it 
is  useful  and  so  on.  So  please  help  us  with  what  you  call  technical 
language  to  help  make  sure  that  we  don't  stifle,  that  we  just  help, 
make  sure  this  doesn't  end  up  as  another  big  cost  to  taxpayers.  We 
are  certainly  not  interested  in  stifling  markets. 

Mr.  Ludwig.  We  would  be  pleased  to. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Chairman  Neal.  Mr.  Hove,  what  would  you  say? 

Mr.  Hove.  I  would  comment  specifically  on  the  point  Congress- 
man Schumer  made  on  the  inclusion  of  suitability  in  section  101. 
That  seems  to  be  an  area  that  is  very  difficult.  As  Congressman 
Schumer  mentioned,  what  is  suitable  for  one  may  not  be  suitable 
for  another;  so  I  think  that  is  an  area  of  concern. 

Also  I  would  share  Comptroller  Ludwig's  comments  on  a  dy- 
namic, changing  environment  in  derivatives. 

Mr.  Fiechter.  I  wouldn't  add  any  more  other  than  the  general 
comment  that  when  you  take  a  specific  area  such  as  derivatives 
and  go  through  a  legislative  process,  you  have  I  guess  what  would 
be  the  unintended  consequence,  occasionally  rigidity  occurs  in  that 
statute  resulting  in  our  loss  of  some  fiexibility  to  take  various  su- 
pervisory actions  or  implement  policies. 

Chairman  Np:al.  Maybe  each  of  you  could  do  what  I  asked  Mr. 
Ludwig  to  do,  just  give  us  a  memo  on  how  we  can  improve  the  bill, 
protect  the  safety  and  soundness  of  the  system  while  not  inhibiting 
the  creativity  and  dynamism  in  these  markets. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Chairman  Neal.  Are  the  proprietary  trading  risks  that  banks 
take  in  this  area  essentially  different  from  the  credit  interest  rate 
risk  banks  take  every  day,  and  thrift  institutions  take  every  day 
in  the  course  of  their  normal  business?  Aren't  banks  in  the  risk 
business? 

What  is  different  fundamentally  about  derivatives  from  business 
lending,  for  example,  or  from  other  bank  activities?  What  is  essen- 
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tially  different?  Is  thera  another  way  of  taking  credit  or  interest 
rate  risk? 

Mr.  LUDWIG.  Proprietary  trading  is  a  very  broad  term.  In  part, 
proprietary  trading  involves  taking  open  positions  for  customer- 
driven  business.  Part  of  the  activity  involves,  in  some  institutions, 
taking  open  positions  for  the  bank's  own  account.  That  is  fun- 
damentally different.  It  is  not  customer  driven;  it  is  institution 
driven. 

We  are  focused  on  the  size  of  these  activities  and  the  risks  that 
they  run  to  the  institution  primarily.  We  have  concerns  that  this 
kind  of  activity  has  to  be  watched  closely  because  it  involves  sub- 
stantial risk.  It  has  to  be  of  an  appropriate  size  and  have  manage- 
ment oversight  appropriate  for  the  particular  institution. 

There  is  a  public  policy  as  to  the  degree  to  which  insured  depos- 
its should  fund  these  kinds  of  activities.  I  think  that  is  a  genuine 
issue  for  debate.  Fundamentally,  the  public  policy  issue  comes 
down  to  the  safety  and  soundness  with  which  the  activity  is  con- 
ducted because  the  risk  characteristics  are  the  same  risk  character- 
istics you  would  see  in  any  kind  of  financial  activity 

Mr.  FlECHTER.  I  think,  fundamentally,  the  risks  are  not  different. 
However,  a  derivative  instrument  allows  you  to  take  on  a  lot  more. 
For  instance,  with  interest  rate  risk  you  can  take  on  a  lot  more  in- 
terest rate  risk  for  a  given  investment  in  a  derivative  than  for  in- 
vestment in  the  long-term,  fixed-rate  mortgage. 

Also,  you  do  have  in  the  derivative  market  new  products  being 
created  every  day,  some  of  which  are  very  complicated.  And  so  you 
have  at  one  end  of  the  spectrum  some  pretty  interesting  instru- 
ments which  are  very  hard  to  model  and  tell  what  the  enect  over 
time  will  be. 

The  other  end  of  the  spectrum  you  have  some  what  are  known 
as  plain  vanilla  derivatives,  swaps,  which  are  in  fact  no  more 
risky — in  some  cases,  less  risky — than  the  underlying  asset  from 
which  they  were  derived. 

Chairman  Neal.  I  have  just  one  other  question  and  I  will  yield. 
The  GAO  Report  indicated  that  derivative  obligations  could  turn  a 

f»anic  in  one  market  into  a  global  crisis  beyond  the  ability  of  regu- 
ators  to  control,  went  on  to  say  that  derivative  trading  could  lead 
to  a  costly  taxpayer  bailout  of  major  banks  and  brokerages. 
How  would  you  respond  to  that  conclusion? 

Mr.  LuDWiG.  Mr.  Chairman,  when  you  are  dealing  with  anj^  new 
activity  that  is  rapidly  growing  and  that  is  concentrated  in  a  rel- 
atively small  number  of  institutions,  there  is  cause  for  supervisory 
concern,  and  we  have  had  that  concern  since  the  day  I  walked  into 
this  office.  In  136  years  of  operation,  the  Office  of  the  Comptroller 
has  seen  issues  come  and  go,  but  those  three  elements  have  always 
caused  concern.  With  all  that  said,  microprudential  efforts  such  as 
worrying  about  appropriate  risk  management  systems  and  appro- 

f>riate  capital  adequacy,  not  only  lower  institutional  risk,  but  also 
ower  the  systemic  risk  that  is  inherent  in  any  kind  of  financial 
services  activity.  I  agree  with  Director  Fiechter's  comment  that  de- 
rivatives are  certainly  not  to  be  taken  lightly  because  of  the  lever- 
age inherent  in  this  kind  of  activity.  At  the  same  time,  I  think  that 
our  supervisory  mechanism  is  capable  of  dealing  with  this  issue. 
Chairman  Neal.  Yes. 
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Mr.  Hove.  I  would  agree.  The  problems  that  we  have  are  in  a 
fast-changing  environment  in  which  we  see  new  instruments  ap- 
pearing often;  they  are  different  from  the  management  decisions 
that  bankers  typically  have  made  in  the  past. 

They  are  different  from  the  loan  where  you  loan  money  to  a  per- 
son and  expect  to  be  paid  back.  These  derivative  instruments  have 
got  a  lot  of  other  elements.  They  are  very  complex,  and  so  the 
things  that  we  are  concerned  about  are  the  understanding  that 
bank  management  and  directors  have  of  the  complexity  of  the  is- 
sues that  they  are  getting  into.  Those  are  the  issues  tnat  we  are 
most  concerned  about — the  knowledge  that  the  management  has 
and  the  leverage  being  used  in  these  instances. 

Chairman  Neal.  The  conclusion  is  though,  as  I  understand  it,  is 
that  these  markets  are  beyond  the  ability — could  be — a  panic  in 
one  of  these  markets  could  be  beyond  the  ability  of  our  regulators 
to  deal  with. 

Do  you  agree  with  that  conclusion  or  do  you  say  that  we  are  so 
on  top  of  it  that  that  simply  couldn't  happen? 

Mr.  Hove.  I  would  hesitate  to  say  that  it  couldn't  happen,  but 
I  think  it  is  highly  unlikely  that  it  would  happen.  I  think  that  the 
management  that  we  see,  the  technology  that  we  see  in  derivatives, 
has  been  able  to  eliminate  and  minimize  the  risk  of  a  systemic  cas- 
cading problem  that  you  have  described. 

Chairman  Ne:al.  Yes,  sir. 

Mr.  FlECHTER.  I  don't  have  much  more  to  add.  I  guess  a  dif- 
ference between  the  risks  posed  by  derivatives  vis-a-vis  the  more 
traditional  assets  is  the  fact  that  with  derivatives,  and  this  may 
have  been  what  GAO  is  getting  at,  it  tends  to  link  markets 
together. 

You  could  have  a  lot  of  concentration  in  a  particular  type  of  de- 
rivative. If  a  problem  arises  and  you  have  a  lack  of  liquidity,  if  the 
market  for  a  particular  type  of  derivative  goes  away,  that  could  af- 
fect a  larger  number  of  institutions,  both  banks  and  thrifts  as  well 
as  other  financial  institutions,  than  the  more  traditional  asset. 

I  would  agree  with  what  Chairman  Hove  has  said,  that  I  don't 
think  that  any  of  us  could  ever  stand  up  here  and  say  that  there 
never  will  be  a  global  collapse,  but  having  said  that,  at  least  for 
the  institutions  that  we  supervise,  I  think  we  are  spending  an 
awful  lot  of  time  trying  to  make  certain  that  the  exposure  of  our 
institutions  is  at  least  limited  in  these  markets. 

Chairman  Np:al.  Mr.  McCollum. 

Mr.  McCollum.  Thank  you,  Mr.  Chairman. 

In  yesterday's  American  Banker,  Mark  Brickell,  of  Morgan  Guar- 
anty, cited  the  suitability  question  you  have  mentioned  and  noted 
the  particular  language  he  thought  had  the  potential,  I  quote,  "To 
create  new  forms  of  legal  liability  for  banks"  and  quote,  "that 
banks  could  become  liable  for  every  derivatives  contract  that  loses 
money." 

Is  this  the  concern  you  have  with  the  suitability  standard?  Let's 
start  with  you,  Mr.  Ludwig.  Is  this  the  heart  of  the  reason  for  put- 
ting this  in  here,  or  is  there  more  to  it  than  that? 

Mr.  Ludwig.  Congressman  McCollum,  we  have,  in  BC  277,  an 
appropriateness  standard  which  requires  the  dealer  institution  to 
take  into  consideration   whether  or  not  the  derivative  being  sold 
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meets  known  standards  set  by  the  buyer.  That  the  seller  just  can't 
turn  its  back  on  the  buyer  and  violate  the  buyer's  policies.  With 
that  said,  you  have  got  to  approach  the  suitability  question  care- 
fully, as  Congressman  Schumer  alluded  to,  because  of  the  legal 
risks  that  can  arise  by  causing  the  seller  to  take  on  more  respon- 
sibility than  it  is  practical  to  do. 

Mr.  McCoLLUM.  So  you  would  agree  with  Mr.  Brickell's  concern 
that  the  heart  of  putting  this  in  here  is  potential  liability? 

Mr.  LUDWIG.  That  is  certainly  one  of  the  serious  issues. 

Mr.  McCoLLUM.  But  not  the  only  one? 

Mr.  LuDWiG.  That  is  not  the  whole  issue.  There  is  a  very  fine 
line  between  using  the  appropriateness  for  purchase  standards  in 
BC  277  as  a  way  to  focus  on  the  buyer's  policies  and  procedures 
and  awareness  of  what  the  buyer  is  doing,  tight  suitability  require- 
ments that  you  would  find  in  the  NASD  rules  that  could  create  this 
legal  risk. 

Mr.  McCoLLUM.  Mr.  Hove  or  Mr.  Fiechter,  do  either  of  you  have 
a  comment  on  this  question  of  liability? 

Mr.  Fiechter.  We,  from  our  perspective.  Congressman,  thrifts 
are  only  end  users  rather  than  dealers,  so  the  suitability  issue 
would  only  arise  to  the  extent  that  somehow  we  took  some  comfort 
that  they  couldn't  buy  an  instrument  unless  it  was  suitable  for 
them,  and  we  don't  place  any  reliance  on  who  they  buy  it  fi*om. 

Mr.  McCoLLUM.  Mr.  Hove. 

Mr.  Hove.  Suitability,  clearly,  is  a  concern  and  suitability  liabil- 
ity, legal  liability,  certainly  is  a  big  part  of  that.  As  I  mentioned, 
what  may  be  suitable  for  one  counterparty  clearly  is  not  suitable 
for  another,  and  that  raises  the  issue  of,  is  it  suitable?  Well,  yes, 
it  is  suitable  for  this  person,  but  not  for  this,  and  then  it  evolves 
into 

Mr.  McCoLLUM.  If  we  took  the  word  "suitability"  out,  which  is 
in  line  10  on  page  6  of  the  bill  under  section  101,  and  this  is  a 
question  you  may  want  to  answer  to  us  later  in  written  form,  is 
that  going  to  be  enough?  Are  we  also  going  to  have  to  take  out 
other  language  in  section  101? 

There  is  a  lot  of  language  in  there  about  "appropriateness"  too. 
That  word  is  used  and  I  don't  know  if  just  taking  the  one  word  out 
is  going  to  do  that,  but  we  would  be  appreciative  of  your  comments. 
I  know  I  would,  and  I  am  sure  that  Chairman  Neal  would  too. 

Also,  I  am  curious  about  the  language  in  section  101  which 
states  that  regulatory  agencies  shall  jointly  establish  principles  and 
standards,  which  is  where  in  capital  accounting,  disclosure 
suitability  comes  from. 

Is  there,  A,  any  problem  with  jointly  establishing  these  stand- 
ards by  command  of  this  language,  or,  B,  is  there  any  problem  with 
financial  institutions  regulators,  as  we  know  them  to  be,  doing  this 
without  the  Securities  and  Exchange  Commission  being  involved. 

Are  we  getting  into  a  problem  just  in  this  particular  aspect? 

Mr.  LuDWiG.  Congressman,  this  is  one  of  the  areas  that  I  will 
focus  on  in  the  comments  that  the  chairman  requested.  It  is  very 
valuable  to  have  joint  action.  We  actively  participate  in  the  inter- 
agency task  force.  It  is  fundamentally  bad  to  require  the  agencies 
always  act  in  a  joint  fashion.  Acting  in  a  joint  fashion  can  involve 
delays  that  you  really  don't  want  to  have  in  a  fast-moving  market. 
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The  dealer  institutions  are  supervised  by  the  Fed  and  our  organiza- 
tion. There  are  cases  in  which  one  agency  might  really  want  to 
change  rules  or  guidance  more  quickly  than  the  other,  and  there 
wouldn't  be  time  for  interagency  action. 

Mr.  McCoLLUfi.  One  last  question.  My  time  is  pretty  well  gone 
here. 

Mr.  Brickell,  in  his  comments  yesterday  in  American  Banker, 
also  said  that  the  bill,  quote,  "will  deny  the  benefits  of  derivatives 
to  capital  restrained  institutions  that  need  them  the  most." 

Would  any  of  you  care,  Mr.  Hove,  or  Mr.  Ludwig,  to  comment  on 
that  concern?  He  expressed  the  concern  that  the  stronger  capital 
requirements  for  end  users  is  a  problem  in  that  sense. 

Maybe,  Mr.  Fiechter,  since  you  are  an  end  user,  do  you  see  that 
as  a  problem? 

Mr.  Fiechter.  No.  It  is — the  legislation  will  limit  the  ability  of 
undercapitalized  institutions  to  take  on  derivatives. 

Mr.  McCoLLUM.  That  is  basically  what  he  is  saying  here.  He 
says,  derivatives,  by  reducing  the  possibility  of  a  client  encounter- 
ing financial  distress,  can  serve  as  a  supplement  to  capital.  This 
bin,  however,  will  deny  the  benefits  of  derivatives  to  capital- 
restrained  institutions  that  need  them  the  most. 

Mr.  Fiechter.  We,  typically,  would  do  that  even  without  your 
bill,  so  I  am  not  certain  I  understand  his  point. 

Mr.  McCoLLUM.  I  was  just  curious.  Because  he  made  the  com- 
ment, or  at  least  he  is  quoted  as  having  made  it,  I  didn't  know 
whether  that  was  a  particular  problem  or  not.  If  you  could  take  a 
look  at  the  American  Banker  comments  that  he  did  make,  and,  if 
there  is,  in  reviewing  our — H.R.  4503,  anything  in  the  language 
which  you  think  presents  a  problem,  please  let  us  know. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Neal.  Thank  you. 

Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman,  I  appreciate  the  testi- 
mony of  all  three  witnesses.  I  guess  I  have  three  types  of  questions. 

The  first,  I  v/ould  just  like  to  go  over  again  because  I  am  a  little 
perplexed  at  the  position  here.  Aside  from  more  public  disclosure, 
disclosure  of  information  you  already  receive  and  leaving  out  the 
suitability  question,  which  there  seems  to  be  a  growing  consensus 
that,  at  the  very  least,  that  is  such  a  broadly  worded  sentence  that 
it  ought  to  be  changed,  what  else  is  in  the  legislation  that  you 
dcn't — that  would  make  you  do  something  that  you  don't  do  now, 
or  make  the  institutions  do  something  that  they  don't  do  now? 
Nothing.  Mr.  Fiechter  is  shaking  his  head  no.  That  means  nothing? 

Mr.  Fiechter.  I  would  like  an  opportunity  to  respond  for  the 
record,  but  at  least  our  position  is  that  the  legislation  is  not  nec- 
essary, but  it  isn't  that  it  would  force  us  to 

Mr.  Schumkr.  Not  deleterious.  So  that  if,  God  forbid,  we  were  to 
get  some  totally  laissez-faire  regulator  in  a  few  years  from  now, 
they  could  undo — I  mean,  they  could  undo  the  regulations  that  you 
have  put  in  place.  I  mean,  we  went  through  this.  The  most  idiotic — 
I  sat  here  in  1981  and  1982  and  1983  when  all  the  regulators  were 
saying,  let  the  S&Ls  do  whatever  they  want,  and  some  of  us 
thought  that  was  loony  because  they  had  insured  dollars  and  who 
knows  what  they  would  do  with  it.  I  can't  remember  now;  I  wish 
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I  could  remember,  there  was  an  expression  they  used  that  just 
made  no  sense. 

So  why  not  put  a  statute  in  there  because  even  though  we  have 
extremely  wise  and  careful  regulators  right  now,  we  might  not  a 
few  years  from  now?  What  would  be  wrong  with  doing  the  legisla- 
tion? It  seems  to  me  it  is  a  decent  argument  for  it. 

Any — Mr.  Ludwig. 

Mr.  Ludwig.  There  are,  as  I  mentioned 

Mr.  SCHUMER.  It  just  seems  to  me,  and  I  don't  mean  this  in  a 
pejorative  way,  but  you  are  saying,  look,  we  have  a  good  handle  on 
it,  don't  mess  with  us  kind  of  thing,  not  in  a  threatening,  don't 
tread  on  me  way,  but  you  are  not  going  to  be  there  forever. 

What  is  wrong  with  having — what  is  the  deleterious  effect  of 
having  this  legislation  in  place  if  you  straighten  up  the  suitability 
tjTDe  of  language? 

Mr.  Ludwig.  As  I  mentioned,  Congressman  Schumer,  there  are 
some  provisions  in  the  bill  such  as  suitability  and  the  requirement 
for  interagency  action,  would  eliminate  our  regulatory  flexibility. 

Mr.  Schumer.  But  aside  from  that.  The  basic  thrust  of  the  legis- 
lation is  to  enshrine  into  law  some  disclosure,  which  I  haven't 
heard  too  much  of  an  argument  against,  and  again,  I  would  like  to 
be  careful  that  you  don't  have  to  disclose  company  secrets  and 
things  like  that,  but  there  is  disclosure  and  then  there  are  these 
things  you  basically  do  right  now. 

Mr.  Ludwig.  Regarding  disclosure,  the  call  report  items  that  I 
mentioned  in  my  testimony  are  in  fact  public  once  they  are  in  a  call 
report,  so  there  will  be  public  disclosure. 

Mr.  Schumer.  I  don't  understand  why  you  fellows  are  saying— 
aren't  saying,  sure,  this  is,  you  know,  no  harm  will  come  from  this 
legislation,  go  ahead  and  do  it,  as  opposed  to  saying  there  is  no 
need  for  legislation  at  this  time. 

Go  ahead,  Mr.  Hove. 

Mr.  Hove.  Well,  I  think,  as  currently  presented,  the  bill  clearly 
is  flexible  and  adds  some  flexibility.  I  guess  our  concern  is  mandat- 
ing specific  supervisory  or  reporting  requirements  that 

Mr.  Schumer.  That  you  do  already? 

Mr.  Hove.  That  are  there  today  and  you  have  got  a  rapidly 
changing  environment  that  may  not  permit  the  flexibility  in  the  fu- 
ture. I  would,  however,  say  that  we  have  some  interest  and  some 
concern  in  Title  III,  as  I  mentioned  in  my  testimony.  Title  III  does 
some  very  positive  things  for  the  FDIC  in  clarifying  some  areas 
that  are  very  muddy. 

Mr.  Schumer.  Let  me  go  to  a  second  part  of  my  question,  which 
is  basically,  do  any  of  you  feel  confident  that  you  can  predict  what 
is  going  to  happen  in  the  derivatives  market  5  years  from  now? 

Mr.  Ludwig.  I  don't  think  you  can  do  that. 

Mr.  Schumer.  Is  there  anyone  on  Earth  that  feels  so  confident 
that  you  have  any  trust  in?  No. 

Mr.  Ludwig.  But  I  don't  think  that  is  true  of  the  credit  market 
either. 

Mr.  Schumer.  We  have  had  more  experience  with  the  credit 
market.  I  mean,  when  was  the  first  time  you  gentlemen  heard  the 
word  "derivative"  and  understood  what  it  was?  Five  years  ago? 
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We  have  had  far  more  experience  with  the  equity  and  bond  mar- 
kets. They  are  less  compHcated.  You  know,  there  is  the  issue,  and 
we  discussed  this  when  we  had  our  first  hearing  of  counterparty 
risk,  you  know,  nobody — I  remember — I  just  remember  the  old 
Third  World  debt  days,  what  each  bank  was  doing  was  just  fine, 
but  when  you  added  it  all  up,  it  wasn't  fine  because  there  was  too 
much  of  a  debt  overload  and  many  of  the  banks  didn't  know  what 
their  fellow  banks  were  doing  at  the  very  beginning,  in  the  late 
1970's  when  lending  to  Latin  America  was  hot. 

Well,  for  all  we  know,  that  there  is  some  little  company  out  there 
that  has  a  huge  amount  of — you  know,  that  they  are  offering  some 
hedge  in  an  attractive  place  and  they  go  under  because  they  can't 
meet  their  claims  because  of  some  calamity  like — you  know,  some 
country  closes  off  the  price  of  oil  and  the  whole  thing  ping  pongs 
out  of  control. 

Is  that  likely  to  happen?  No.  But  we  are  not  here  guarding 
against  what  is  likely  to  happen.  We  are  here — and  I  speak  as 
somebody,  as  I  said,  who  think  derivatives  are  a  very  positive  thing 
and  I  don't  want  to  eliminate  them,  I  wouldn't  want  to  constrain 
them,  but  I  do  have  trouble,  a  problem  when  I  think  of  them  using 
federally  insured  dollars. 

You  know  what  happened  to  Procter  &  Gamble.  Fine  with  me, 
that  is  their  problem.  They  made  a  mistake,  and  so  forth,  but  if  it 
is  going  to  be  that  it  would  create  problems  that  we  can't  predict, 
and  lets  say  there  is  only  a  5-percent  chance  of  that,  let's  say  there 
is  a  1-percent  chance  of  that,  it  seems  to  me  we  ought  to  be  a  little 
careful. 

I  mean,  vou  know,  my  thrust  is  that  in  an  ideal  world,  I  suppose 
if  I  were  king  of  the  universe,  I  would  make  a  iiile  right  now, 
which  you  gentlemen  are  not  prepared  to  make,  and  I  understand 
that,  that  no  derivative  activity  could  be  done  with  insured  dollars 
and  let  the  banks,  some  of  them  don't  even  need  the  insured  dol- 
lars, with  a  bank  like  Morgan  Bank  I  guess  it  is  cheaper  for  them 
right  now  to  go  to  the  markets  than  to  pay  a  premium  on  insur- 
ance, but  anyone  who  wants  to  do  it,  go  to  the  market  for  money. 

So  I  think  in  the  area  of  bank  derivatives,  I  must  say,  I  disagree 
with  my  colleague,  Mr.  Lazio,  who  said,  and  I  believe  somebody 
else,  that  we  shouldn't  put  the  banks  at  any  disadvantage  vis-a-vis 
other  institutions  and  what  they  can  do  in  derivatives. 

They  should  be  at  a  disadvantage  because  they  have  a  major  ad- 
vantage, and  that  is  they  have  insured  dollars  that  we  are  backing 
up  still  to  use  those.  Do  you  disagree  with  that?  I  mean,  do  you 
folks  think  that  the  fact  that  insured  dollars  are  being  used  for 
these  derivatives  put  a  special  burden  on  both  you  and  us  that 
wouldn't  be,  if  it  was  a  private  fi;Tn  or  if  a  bank  were  using  only 
uninsured  dollars  that  it  went  to  the  market  to  get? 

Mr.  FiECHTER.  Yes. 

Mr.  ScHUMER.  You  agree  with  me? 

Mr.  Fip:chtp:r.  I  think  the  derivatives  ought  to  be  used  for  hedg- 
ing and  not  speculation. 

Mr.  ScHUMHR.  It  is  hard  to  draw  the  line  v/hen  you  are  not  there 
day-to-day  and  minute-to-minute,  isn't  that  correct?  You  have  to 
say  yes  so  the  reporter  can  hear  you. 

Mr.  FiECHTER.  Yes. 
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Mr.  SCHUMER.  If  you  shook  your  head  the  other  way,  I  wouldn't 
put  it  on  the  record. 

Mr.  Hove. 

Mr.  Hove.  I  would  agree  with  you,  but,  you  know,  the  fact  is,  you 
can't  legislate — ^you  can't  legislate  away  uncertainty,  and  so  I  ap- 
plaud your  efforts  here,  but  at  the  same  time,  I  think  we  need  to 
nave  the  flexibility. 

Chairman  Neal.  Wait  a  minute,  that  isn't  the  question.  Do  you 
agree  that  it  shouldn't  be  done  with  insured  deposits? 

Mr.  Hove.  Yes. 

Chairman  Neal.  No  derivatives  with  insured  deposits? 

Mr.  ScHUMER.  In  an  ideal  world,  if  you  were  setting  up  a  system 
from  scratch. 

Chairman  Neal.  You  don't  mean  today? 

Mr.  ScHUMER.  I  am  sort  of— I  believe  we  ought  to  change  the 
whole  way  the  banking  system  works,  but  I  am  not  pushing  them 
that  far. 

Mr.  Hove.  I  am  sorry.  I  would  agree  with  what  Director  Fiechter 
indicated,  that  there  should  not  be  any  speculative  activity,  that 
there  clearly  is  a  place  for  hedging  risk  with  insured  deposits. 

Mr.  ScHUMER.  But  it  is  sort  of  like  suitability.  One  person's 
hedge  is  another  person's  speculative  activity,  isn't  that  true?  No? 

In  other  words,  if  a  jury  of  100  experts  is  given,  or  a  jury  of  ex- 
perts, rather,  is  given  100  examples  of  derivatives,  you  could  point 
out  in  each  case  which  are  speculative  and  which  are  hedged? 

Mr.  FlECHTER.  Well,  you  can't 

Mr.  ScHUMER.  Sort  of  a  melange. 

Mr.  Fiechter.  An  instrument  By  itself  is  speculative. 

Mr.  ScHUMER.  No,  but  in  its  context. 

Mr.  Fiechter.  If  I  had  a  30-year,  fixed-rate  mortgage,  I  could 
enter  into  an  interest  rate  swap  that 

Mr.  ScHUMER.  That  is  an  easy  one. 

Mr.  Fiechter.  That  all  10  people  would  say  you  are  reducing  the 
risk. 

Mr.  Schumer.  That  is  an  easy  one,  OK.  But  aren't  a  lot  of  the 
derivatives  that  you  must  regulate  sort  of  a  combination  of  hedge 
and  speculative? 

Mr.  Fiechter.  That  is  the  difficulty  with 

Chairman  Neal.  Would  the  gentleman  yield? 

Mr.  Schumer.  I  would  be  happy  to  yield. 

Chairman  Neal.  I  am  just  curious  on  this  point.  Remember,  I 
asked  you  a  question  earlier  about  the  difference,  the  fundamental 
difference  between  a  bank  making — when  a  bank  makes  a  loan, 
they  are  speculating,  aren't  they?  Aren't  they  speculating  that  they 
will  get  repaid  and  make  money  on  the  interest  rate? 

Now,  let's  say  a  bank  owns  a  portfolio — or  a  bank  is  speculating 
if  it  owns  a  portfolio  Treasury  issue,  isn't  it?  So  it  is  taking  an 
equity  position  and  speculating. 

Now,  let's  say  a  bank  uses  a  derivative.  Let's  say  a  bank  owns 
a  portfolio  of  Treasury  instruments  and  it  thinks  that  interest  rates 
are  going  down,  it  doesn't  want  to  sell  that  portfolio  with  Treasury 
instruments,  but  it  wants  to — let's  say  they  think  interest  rates  are 
going  down,  then  they  are  going  back  up,  so  they  want  to — I  can't 
see — this  is  what  I  am  trying  to  say. 
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I  can't  see  the  difference  between  selling  that  portfolio  or  buying 
that  portfolio  and — which  is  a  speculation,  or  buying  or  selling  a 
derivative  on  that  portfolio.  What  is  the  difference?  Why  would  one 
be  speculation  and  the  other  not  be  speculation? 

Mr.  LUDWIG.  I  would  start  by  going  back  to  Congressman  Schu- 
mer's  question.  If  you  look  at  derivative  activities,  they  are  essen- 
tially of  two  types,  maybe  three.  There  is  the  dealer  activity  where 
one  is  really  acting  for  a  customer.  Now,  you  can  say  in  a  sort  of 
distant  sense  that  deposits  are  being  used  in  that  you  have  got  to 
buy  equipment,  buy  a  computer,  and  so  forth. 

Mr.  ScHUMER.  I  don't  have  a  problem  with  agency  activities  pro- 
vided you  don't  hold  them  for  very  long.  When  you  are  acting  as 
an  agent,  if  you  are  not  holding  them,  that  is  different  than  where 
you  are  not. 

Mr.  LuDWiG.  Where  that  agency  activity  gets  a  little  complicated 
is  the  part  where  you  buy  and  sell.  Dealers  tend  to,  and  must  to 
some  degree,  have  an  inventory.  They  have  to  take  some  open  posi- 
tions, which  is  part  of  what  is  defined  as  proprietary  trading,  in 
order  to  conduct  the  dealer  activity.  So  there  is  some  level  of  open 
position  that  you  have  to  have  to  execute  the  agency  activity 
efficiently. 

The  second  kind  of  principal  activity  is  hedging.  All  hedges  aren't 
perfect.  In  fact,  a  perfect  hedge  is  almost  a  misnomer  because  there 
is  some  potential  speculative  activity  in  most  hedges. 

The  word  "speculative"  is  really  quite,  it  seems  to  me,  a  charged 
term.  The  question  really  has  to  be  whether,  on  balance,  risk  is  re- 
duced. It  is  very  difficult  to  separate  this  activity  for  two  reasons: 
First,  risk  could  be  created  where  you  can't  use  nedges  to  manage 
your  portfolio.  Second,  it  gets  us  into  a  false  sense  of  security. 
Former  FDIC  Chairman  Bill  Taylor  said  that  in  times  of  crisis  fire- 
walls become  walls  of  fire.  It  is  dangerous  to  take  the  view  that 
separating  these  activities  makes  them  safe.  Rather,  it  seems  to  me 
the  issue  is  whether  the  activity  is  itself  appropriate  for  the  organi- 
zation as  a  whole  and  whether  we  are  supervising  it  appropriately. 

Mr.  ScHUMER.  Just  assuming  what  you  say,  for  the  sake  of  argu- 
ment, there  are  still — this  is  no  different  than  foreign  exchange.  I 
mean,  banks  need  to  hold  different  amounts  of  foreign  exchange  for 
their  operations  and  about  5  or  6  years  ago  some  of  them  decided 
to  start  trading  foreign  exchange  as  a  profitmaking  center  in  itself 

Chairman  Neal.  Tney  have  oeen  doing  that  for  100  years  now. 

Mr.  ScHUMER.  No.  Well,  I  would  like  to  know  a  bank  that  has 
been  actually  in  the  business  of  trading  foreign  exchange  as  a 
profitmaking  center  in  itself  as  opposed  to  just  holding  foreign  ex- 
change so  they  can  perform  their  function  of,  you  know,  when  you 
go  up  to  a  bank  window,  whether  it  is  me  or  a  big  company,  and 
say  I  need  francs  instead  of  dollars. 

I  think  it  is  the  same  in  derivatives.  We  all  know  that  there  are 
certain  types  of  those  activities  which  are  done  not  for — not  for  cat- 
egories 1  or  2,  but  are  clearly  category  3,  and  to  say  that  there  are 
1  s  and  2's  there,  and  legitimate,  that  is  fine  with  me,  but  there  are 
also  3's  there,  and  that  is  the  area  where  I — that  I  think  gives  rise 
to  legitimate  concerns. 

Mr.  LuDWiG.  I  did  say  in  my  testimony,  and  I  agree  with  you  en- 
tirely, that  trading  activities,  whether  or  not  they  were  done  his- 
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torically,  have  increased  has  been  so  significantly  that  there  is 
cause  for  focus.  But  I  would  say  that  the  totally  open  position  for 
speculative  purposes,  just  to  make  money,  is  a  very  small  part  of 
the  derivatives  business  and  practiced  by  only  a  few  banks.  This 
is  genuinely  a  tough  public  policy  issue. 

Mr.  ScHUMER.  Arid  wouldn't  you  say,  Mr.  Ludwig 

Chairman  Neal.  We  need  to  move  on. 

Mr.  ScHUMER.  I  am  sorry.  Could  I  just  ask  one  question? 

Chairman  Neal.  Yes. 

Mr.  ScHUMER.  Isn't  that  third  area  the  place  with  the  greatest 
downside  risk? 

Mr.  Ludwig.  I  am  not  sure  of  the  mathematical  answer  to  that. 
Intuitively,  you  would  say  there  is  more  risk.  However,  where  we 
have  seen  the  big  losses  has  been  on  mismatch  situations  like  P&G 
thinking  they  were  using  a  hedge  when  they  were  actually  dealing 
with  instruments  that  are  highly  volatile  and  that  they  didn't  un- 
derstand. What  is  important  to  the  OCC  is  whether  the  activity  is 
of  an  appropriate  size  and  whether  there  is  a  significant  amount 
of  management  oversight  and  knowledge  so  that 

Mr.  ScHUMER.  I  am  talking  about  loss  to  the  bank,  not  to  P&G. 

Mr.  Ludwig.  I  understand  that,  but  we  have  not  seen  the  activ- 
ity itself  give  rise  to  the  kind  of  losses  you  would  worry  about.  In- 
tuitively, you  are  right,  this  ought  to  be  riskier. 

Mr.  ScHUMER.  Thank  the  Chair.  I  am  all  finished  and  I  thank 
the  Chair  for  his  indulgence. 

Chairman  Neal.  Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  I  just  want  to  get  back  to 
a  very  good  question  that  the  chairman  asked  having  to  do  with 
the  basic  character  or  the  difference  between — we  are  talking  about 
speculation,  holding  an  asset  in  your  portfolio  that  has  inherent 
risk  and  a  derivative,  because  it  seems  to  me  that  we  are  making 
derivatives  out  to  be  something  very,  very  different  than  the  rest 
of  the  portfolio  that  a  bank  might  hold,  and  it  seems  to  me  also 
that  some  of  the  hysteria  that  circulates  around  derivatives  has  to 
do  with  false  notions  of  what  notional  value  means  in  terms  of  sys- 
temic risk. 

It  is  the  same  type  of  language  that  was  used  for  options  and  fu- 
tures in  the  1930's  and  the  1950's  to  ride  those  assets  as  the  end 
of  the — potential  collapse  of  our  markets,  and  I  am  wondering  if  we 
can  get  back  in  a  very  concise  way,  if  you  could  really  say,  the 
panel  could  say  concisely  where  a  derivative  and  how  a  derivative 
held  on  a  trading  sheet,  not  for  a  swap,  not  to  neutralize  the  risk, 
is  inherently  more  risky  than  the  underlying  asset. 

Mr.  Ludwig.  You  have  to  be  cautious  because  of  the  leverage  in- 
herent in  derivative  activity  today.  It  is  not  a  question  of  whether 
the  activity  adds  value  because  I  think  everybody  has  agreed  that 
it  adds  value.  It  is  a  question  of  the  size,  the  volatility  of  the  par- 
ticular instrument,  and  the  particular  management  skills  that  are 
being  used.  Some  of  these  instruments,  the  exotic  instruments  as 
they  are  called,  structured  debt,  are  highly  volatile.  One  has  to 
watch  them  very  closely  and  understand  them  very  well.  There  is 
a  difference  there,  both  in  terms  of  the  kind  of  instruments  and  in 
terms  of  the  leverage  in  some  of  these  transactions. 
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Mr.  Lazio.  For  the  broker  dealers  though  at  least,  those  what- 
ever they  are,  eight  or — whatever  they  are,  seven  or  eight  institu- 
tions that  have  the  overwhelming  majority  of  the  activity,  don't 
those  institutions  have  safeguards?  Don't  you  have  on-site 
regulators? 

Aren't  there  processes  to  evaluate  the  risk  and  models  to  evalu- 
ate the  risk?  I  think  Mr.  Fiechter  was  speaking  as  to  a  stress  test 
model.  Don't  we  have  those  type  of  internal  models  already  being 
used  and  don't  the  regulators  have  those  models  to  do  the  very 
thing  that  H.R.  4503  tries  to  do  right  now? 

Mr.  LUDWIG.  They  do  have  risk  management  systems  in  place 
that  are  very  sophisticated,  and  we  do  monitor  them  closely  be- 
cause that  is  our  responsibility.  One  of  the  interesting  things  about 
the  derivatives  business  is  that  it  has  changed  the  business  of 
banking  and  financial  services,  in  some  ways  in  quite  a  positive  di- 
rection in  terms  of  having  institutions  on  risk  and  focus  on  the  dif- 
ferent components  of  risk  in  terms  of  their  whole  business  activity 
as  a  whole.  With  all  that  said,  I  think  we  really  have  a  continuing 
responsibility.  We  can't  be  complacent  in  this  area. 

Mr.  Lazio.  I  agree,  but  is  there  anything  in  this  bill  that  would 
give  you  power  or  authority  that  you  don't  now  have  to  regulate 
this  area? 

Mr.  LUDWiG.  For  the  Office  of  the  Comptroller,  it  would  not  give 
us  powers  that  we  don't  believe  we  have  in  this  area  now. 

Mr.  Lazio.  Let  me  ask  this  because  I  know  our  time  is  somewhat 
limited.  I  want  to  ask  something  because  Mr.  Schumer  was  getting 
into  an  area  involving,  is  there  any  potential  risk?  Is  this  just  va- 
nilla, chicken  soup,  would  not  hurt  if  we  pass  this? 

I  want  to  get  into  the  sense  of  capital  requirements  which  is  in 
the  bill,  the  imposition  or  the  establishment  of  capital  require- 
ments. Doesn't  capital — don't  derivatives,  in  fact, — the  use  of  cap- 
ital as  a  cushion,  so  to  speak,  aren't  derivatives  the  same  thing? 
Don't  they  require  thinly  capitalized  borrowers  to  leverage  in  a 
more  responsible  way,  more  financially  responsible  way? 

Mr.  LuDWiG.  Derivatives  do  raise  a  number  of  capital  issues. 
They  involve  the  same  risks  that  are  inherent  in  any  financial  ac- 
tivity, but  they  involve  those  risks  in  different  sorts  of  combina- 
tions. Market  risk,  for  example,  becomes  quite  important,  and,  con- 
sequently, we  have  been  looking  domestically  and  internationally 
at  market  risk  capital  rules.  The  interest  rate  risk  capital  rules 
that  are  being  finalized  by  the  agencies  also  take  this  into  account. 
It  has  been  valuable  to  focus  on  the  new  combinations  of  risks  that 
derivatives  pose  and  to  set  appropriate  capital  for  those  combina- 
tions of  risk.  We  are  doing  that. 

Mr.  Lazio.  And  that  is  being  done  right  now? 

Mr.  LuDWiG.  Yes. 

Mr.  Lazio.  Is  that  true  throughout? 

Mr.  Ludwig.  Yes. 

Chairman  Nkal.  Would  the  gentleman  yield  on  this  point? 

Mr.  Lazio.  Yes,  I  will. 

Chairman  Nkal.  I  think  Mr.  Schumer  was  asking  you  whether 
or  not  you  thought  it  was  appropriate  for  insured — if  financial  in- 
stitutions with  insured  deposits  should  do  any  transactions  for 
their  own  account  in  this  area  of  derivatives,  and  Mr.  Lazio  is  ask- 
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ing  you  if  there  is  any  essential  difference  between,  for  instance, 
a  bank  holding  a  portfolio  of  Treasury  issues,  which  is  a  specula- 
tive thing  to  do,  and  a  bank  holding  a  derivative  instrument  on  a 
portfolio  of  Treasury's. 

For  example,  just  to  use  a  very  simple  example.  I  don't  know 
that  I  got  a  clear  answer  to  the  question.  Do  you  think  that  there 
is  an  essential  difference  between  that?  You  said — Mr.  Ludwig,  you 
said  that  you  thought  that  this  was  an  area,  because  of  its  size  and 
volatility  and  so  on,  it  ought  to  be  watched  carefully.  No  one  dis- 
agrees with  that. 

The  question  though  that  is  being  raised  is  whether  or  not  banks 
ought  to,  with  insured  deposits,  be  able  to  hold  for  their  own  ac- 
count, trade  for  their  own  account  in  derivatives. 

Are  you  saying  they  should  or  shouldn't? 

Mr.  Ludwig.  I  said  that  in  terms  of  conducting  their  dealer  activ- 
ity, they,  in  fact,  have  to. 

Chairman  Neal.  I  understand.  But  go  beyond  that. 

Mr.  Ludwig.  Beyond  that,  I  really  worry  about  the  use  of  specu- 
lation as  a  charged  term 

Chairman  Neal.  I  didn't  use  that  term. 

Mr.  Ludwig.  Because  there  are  occasions 


Chairman  Neal.  I  didn't  use  the  term.  I  said  used  to  manage  for 
their  own  account.  Some  might  call  that  speculation.  Some  may 
not. 

Mr.  Ludwig.  The  answer  is  yes,  in  appropriate  circumstances 
with  appropriate  limits.  We  focus  on  the  safety  and  soundness  as- 
pect of  that  activity. 

Chairman  Neal.  So  you  are  saying  they  should  be  able  to? 

Mr.  Ludwig.  Not  in  every  case,  but  where 

Chairman  Neal.  In  some  cases? 

Mr.  Ludwig.  In  some  cases,  yes. 

Chairman  Neal.  Mr.  Schumer,  I  believe,  was  saying  they 
shouldn't  be  able  to  at  all.  That  is  why  I  am  trying  to  find  out  the 
difference  of  opinion  here. 

What  about  the  other  two  of  you.  What  do  you  say? 

Mr.  Hove.  Let  me  try  to  describe  what  you  have  talked  about  in 
speculation.  You  can  define  speculation  as  making  a  loan  and — or 
making  an  investment  in  a  security.  That  may  be  speculation  be- 
cause you  are  taking  some  risks,  but  if  you  are  buying  securities 
and  committing  to  a  long-term  interest  rate,  you  are  buying  long- 
term  bonds,  and  at  the  same  time  you  are  also  in  the  derivative 
market  betting  on  long-term  interest  rates,  that  seems  to  me  to  be 
inappropriate  if  it  is  larger  than  the  risk  that  you  normally  would 
take  in  buying  your  securities  portfolio. 

It  simply  is  compounding  the  problem  if  it  turns  wrong.  If  it 
turns  right,  it  is  great,  but  that  to  me  seems  like  speculation.  If, 
on  the  other  hand,  you  have  a  long-term  exposure  on  those  securi- 
ties and  you  are  offsetting  that  with  a  derivative  that  offsets  that 
long-term  exposure,  that  seems  to  me  to  be  appropriate.  The  fact 
that  you  do  it  as  an  end  user  like  that  makes  a  whole  lot  of  sense 
in  an  institution  that  is  not  a  dealer. 

I  guess  what  you  are  talking  about,  is  it  appropriate  to  make 
that  kind  of  derivative  investment,  if  you  will,  the  same  as  you 
would  a  security?  I  get  very  concerned  about  that  if  there  is  not 
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a  specific  purpose  for  an  end  user  to  have  an  offsetting  risk  with 
that  derivative. 

Mr.  Lazio.  Mr.  Chairman,  could  I  just — I  don't  know  whose  time 
this  is. 

Chairman  Neal.  It  is  your  time,  go  ahead. 

Mr.  Lazio.  Getting  back  to  that  point  now,  why  is  it,  however, 
that  we  would  focus  on  derivatives  as  an  instrument  and  not  focus 
on  other  assets  that  might  also  be  inherently  risky,  whether  they 
are  foreign  currency  or  whether  they  are  U.S.  Treasury  securities 
or  whatever? 

If  you  do  anything  in  an  unhedged  way,  you  are — to  the  excess, 
that  is  presumably  what  regulators  are  there  and  are  on — in  place 
to  help  curtail,  as  opposed  to  looking  to  a  particular  instrument 
and  saying,  because  it  is  on  the  front  cover  of  Time  magazine,  it 
is  called  a  derivative,  it  is  inherently  bad. 

Mr.  Hove.  No.  Let  me  say,  that  is  our  responsibility  as  a  regu- 
lator to  do  that  and  to  prevent  that.  The  problem  with  derivatives 
is  that  they  are  so  highly  leveraged  that,  with  a  little  bit  of  invest- 
ment, it  can  cause  enormous  problems.  That  is  why  it  is  our  re- 
sponsibility to  try  to  mitigate  and  control  the  exposure  that  a  bank 
will  have. 

Mr.  Lazio.  And  just  the  opposite  is  true  also;  derivatives  can  be 
used  to  substantially  mitigate  risk  that  would  otherwise  allow  for 
very  large  exposure  on  the  part  of  an  insured  deposit  institution, 
for  example. 

Mr.  LUDWIG.  What  is  being  loosely  described  as  open  positions, 
and  in  some  cases  speculation,  really  has  to  be  carefully  under- 
stood. A  lot  of  the  open  positions  involve  cash  market  instruments. 
We  call  them  derivatives,  but  they  are  really  cash  market  instru- 
ments or  government  securities  that  have  been  held  in  a  portfolio 
for  a  long  period  of  time  without  material  differences  in  terms  of 
leverage.  We  as  regulators  have  to  sort  of  slice  and  dice  what  is 
really  risky  and  what  isn't  and  what  ought  to  be  limited  and  what 
shouldn't  be.  You  really  can't  use  a  broad-gauged  shotgun  approach 
in  this  area  because  the  danger  is  you  create  more  risk  than  you 
eliminate. 

Mr.  Lazio.  Which  I  think  is  a  danger  of  the  legislation.  Yield 
back. 

Chairman  Neal.  Yes,  sir,  Mr. 

Mr.  FlECHTER.  Could  I  just  add  a  comment?  Under  the  approach 
with  our  interest  rate  risk  model,  I  think  this  is  the  approach  that 
you  were  taking,  we  are  as  concerned  or  almost  as  concerned  if  we 
find  a  thrift  is  funding  30-year,  fixed-rate  mortgages  with  1-year 
liabilities. 

It  is  taking  on  an  excessive  amount  of  interest  rate  risk,  and  it 
can  cause  as  big  a  loss  to  the  fund  as  institutions  that  buy  deriva- 
tives. The  difficulty  is  the  derivatives,  many  of  them  are  very  com- 
plicated and  so  it  is  not  the  solution  for  every  institution  to  go  out 
and  buy  derivatives. 

Of  our  1,700  thrifts,  only  approximately  100  are  end  users  in  the 
derivatives  market,  and  that  is  primarily,  I  think,  because  most  of 
these  institutions  are  shying  away  from  them  because  they  are — 
it  does  take  a  certain  level  of  sophistication  on  the  part  of  manage- 
ment to  control  them. 
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Mr.  Lazio.  Most  of  them  are  fairly  basic  though,  aren't  they?  In- 
terest rate  or  currency  swaps? 

Mr.  FlECHTER.  They  can  be  anything  under  the  Sun. 

Mr.  Lazio.  But  for  S&Ls,  generally  speaking. 

Mr.  FlECHTER.  Yes.  They  tend  to  go  with  the  swaps,  which  are 
much  easier  to  supervise,  but  as  Congressman  Schumer  alluded  to 
earlier,  we  did  have  thrifts  a  few  years  ago  that  were  buying  pretty 
esoteric  stuff  that  they  themselves  are  not  able  to  model  very  well 
and  they  generated  some  pretty  good  losses  in  them. 

Chairman  Neal.  Mr.  Hinchey. 

Mr.  Hinchey.  Thank  you  very  much,  Mr.  Chairman,  and  thank 
vou,  gentlemen,  for  your  testimony  and  for  the  discussion.  It  has 
been  fascinating. 

Often,  when  I  hear  a  discussion  on  this  subject,  the  subject  of  de- 
rivatives, I  have  the  sense  that  we  are  entering  into  the  mystical 
or  the  religious,  almost.  Nevertheless,  I  think  it  is  clear  that  there 
is  value  in  these  instruments,  particularly  to  enhance  flexibility 
and  to  hedge  against  risk. 

What  concerns  me,  as  it  does  apparently  the  other  members  of 
the  subcommittee,  is  when  we  enter  the  area  of  proprietary  trading 
and  we  enter  the  area  of  trading  for  profit,  not  to  use  the  phrase 
speculate  because  it  is  perhaps  volatility,  but  to  enter  into  the 
realm  of  profit  and  that  seems  to  be  something  that  is  likely  to  be 
done  increasingly  as  time  goes  on,  and  I  think  this  question  is  basi- 
cally to  you,  Mr.  Ludwig,  because  the  responsibility  for  regulation 
in  this  area  seems  to  fall  most  heavily  on  your  office  rather  than 
the  office  of  the  other  two  gentlemen. 

Over  the  course  of  the  last  20  years  we  have  seen  a  number  of 
occasions  when  creative  investment  practices  have  led  to  systemic 
problems  within  the  financial  system.  The  real  estate  investment 
trusts  are  one  example  and  certainly  the  savings  and  loan  crisis 
most  recently  is  another  that  comes  to  mind.  There  are  others. 

What  troubles  me  about  this  particular  arena  is  the  potential  for 
a  systemic  failure,  and  so  much  of  this  is  psychological.  If  you  have 
a  major  trader  in  this  area,  the  area  of  derivatives,  run  into  some 
kind  of  difficulty,  what  is  the  likelihood  that  that  could  trick  or  trip 
rather  sequential  failures,  problems  that  would  ripple  throughout 
the  financial  community  and  cause  serious  financial  problems  for 
us  in  the  way  some  of  these  other  activities  have  in  the  past? 

Mr.  LUDWIG.  It  is  usually  the  lightning  bolt  that  you  don't  see 
that  kills  you.  Our  job  as  supervisors  is  to  try  to  see  as  many  light- 
ning bolts  as  early  as  possible.  The  secret  is  to  focus  attention  on 
new  emerging  financial  services  activities.  This  hearing  and  the 
others  have  been  very  helpful  in  that  regard. 

Every  financial  services  activity  has  the  potential  for  institu- 
tional failure  and  systemic  risk.  This  area  is  no  different.  We  can't 
be  complacent.  The  way  you  lower  risk  is  through  microprudential 
supervision,  institution  by  institution,  industry  by  industry,  with 
limits,  insisting  on  the  knowledge  of  management  and  boards  as  to 
the  risks  involved.  That  is  the  day-to-day  operation  of  good 
supervision. 

Will  there  be  losses?  Sure.  Financial  service  activities  give  rise 
to  losses.  The  way  to  take  care  of  these  problems  to  the  extent  that 
one  possibly  can  without  prohibiting  them  outright,  and  I  certainly 
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would  not  advocate  that  here,  is  through  a  careful  assessment  of 
individual  institutions  and  individual  products.  This  is  not  an  area 
where  a  one-size-fits-all  solution  really  works. 

Mr.  HiNCHEY.  Well,  I  have  had  the  opportunity  to  be  in  a  similar 
situation  that  we  are  in  now  with  regard  to — from  a  legislator's 
point  of  view  with  regard  to  those  people  who  are  in  the  regulating 
community,  and  it  is  generally  true  that  people  who  sit  in  your  po- 
sitions feel  that  they  have  the  tools  to  carry  out  their  responsibil- 
ities, and  almost  invariably  they  would  say  that  they  don't  need  ad- 
ditional legislative  authority,  they  have  that  authority  now,  they 
don't  need  that  specific  direction,  they  can  carry  out  those  respon- 
sibilities and  obligations  based  upon  the  present  system  as  it  cur- 
rently exists. 

It  has  also  been  my  observation  that  the  regulatees  are  always 
several  jumps  ahead  of  the  regulators,  particularly  in  a  situation 
as  volatile  as  this  one  and  as  dynamic  and  changing  so  rapidly  as 
this  one,  and  while,  as  Mr.  Schumer  and  others  have  said,  there 
may  be  good  reason  for  us  to  have  confidence  in  the  ability  of 
present  company  to  stay  on  top  of  this  area,  I  just  wonder  why  we 
ought  not  to  establish  regulations  that  would  provide  direction  and 
not  just  to  you,  but  to  vour  successors  when  others  might  be  there 
who  perhaps  may  not  be  as  astute  as  you  might  be  or  as  careful. 

So  what  is  the  problem  with  basically  establishing  a  bill  which 
would  set  up  that  kind  of  framework? 

Mr.  LUDWIG.  We  feel  that  it  probably  wouldn't  add  much  because 
it  is  essentially  what  we  are  doing  now.  In  some  ways,  by  focusing 
on  that  as  the  ultimate  solution  it  fails  to  focus  on  the  dynamism, 
the  change.  We  might  find  a  year  from  now  that  there  might  be 
a  need  for  legislative  change  and  those  legislative  changes  might 
be  quite  different.  Moreover,  there  is  always  a  worrv  that  as  one 
goes  through  the  legislative  process,  one  gets  sometning  different 
than  one  starts  with.  Additionally,  there  are  questions  as  to  wheth- 
er the  business  would  go  offshore,  and  if  it  were  to  go  offshore, 
whether  or  not  it  would  Tower  worldwide  risk. 

There  are  very  complex  questions  here,  and  it  seems  to  us  that 
now  is  not  the  appropriate  moment  for  legislation.  It  isn't  that  the 
question  of  legislation  isn't  a  highly  sensible  one.  We  mav  be  back 
next  year  focusing  on  it,  but  at  this  time,  we  think  we  have  ade- 
quately regulatory  tools. 

Chairman  Np]al.  Thank  you,  sir. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman.  Well,  I  appreciate  the 
confidence  just  expressed.  I  am  not — I  don't  totally  share  it,  and  let 
me  give  some  background. 

As  you  know,  a  year  or  so  ago,  more  than  a  year  ago,  the  minor- 
ity precipitated  a  major  series  of  questions  to  regulators  on  the 
whole  derivatives  area  and,  quite  frankly,  these  were  questions  de- 
rived from  a  great  deal  of  input  from  a  large  variety  of  sources,  and 
I  think  were  well  received  and  well  responded  to. 

The  900-page  report  that  eventuated  and  the  distillation  of  rec- 
ommendations from  it  were  largely  based  upon  regulator  input  of 
the  various  regulating  institutions  of  the  U.S.  Government.  Aiid,  so 
basically,  the  recommendations  that  were  distilled  came  from  the 
government,  and  that  is  reflected  in  legislation  that  has  been  intro- 
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duced  by  the  minority  and  then  by  the  chairman  and  myself,  and 
now  the  very  people  that  put  the  most  into  the  regulation,  into  the 
recommendations,  are  saying  they  want  to  back  away  from  the  rec- 
ommendations is  the  way  I  read  this,  and  you  are  saying  that  you 
have  all  the  ability  and  all  of  the  authority  to  do  whatever  you 
want  to  do  without  legislation. 

It  is  my  own  view  that  partly  the  impetus  of  the  market,  partly 
the  impetus  of  congressional  concern  has  caused  a  little  more  meet- 
ing between  the  regulators  than  would  have  otherwise  occurred, 
but  maybe  you  can  outline  for  this  subcommittee  what  firm  steps 
you  have  taken  in  the  last  year,  and  the  reason  I  say  this  is  that 
it  is  my  sense  that  the  various  regulators  have  really  started  to 
look  at  this  issue  much  more  seriously,  particularly  Mr.  Ludwig's 
office  and  the  SEC,  and  that  a  lot  is  starting  to  begin  to  gel,  but 
there  is  virtually  nothing  in  the  legislation  that  is  not  rec- 
ommended by  the  three  of  your  offices,  coupled  with  other  offices 
of  the  U.S.  Government  with  significant  interest  in  this  area,  and 
so,  you  know,  the  awkwardness  of  being  told  that  you  object  to  the 
legislation  is — has  an  element  of  irony  as  well  as  otherwise,  and  if 
I  had  total  confidence  that  I  thought  the  government  was  on  top 
of  it,  I  would  have  less  interest  in  some  legislation. 

I  don't  have  that  confidence  and  I  just  want  to  underline  that  as 
strongly  as  I  can.  But  if  we  look  at  the  last  year,  it  would  appear 
that  various  losses,  and  we  are  talking  not  just  Gibson  greeting 
cards,  we  are  talking  a  whole  series  of  the  most  sophisticated  fi- 
nancial and  corporate  interests  in  the  United  States  of  America, 
are  coming  up  with  losses  after  losses  after  losses,  and  it  appears 
that  they  are  not  being  met  by  comparable  responses  of  considered 
concern. 

Now,  my  own  sense  is,  and  in  the  artfulness  of  the  legislation 
that  is  under  consideration,  is  the  recognition  that  this  Congress 
and  probably  no  Congress  has  anything  like  the  capacity  to  deal  in 
a  sophisticated  way  with  this  area  of  endeavor. 

In  fact,  one  of  the  great  aspects  of  derivatives  is  that  it  is  a  sub- 
ject matter  that  is  probably  beyond  the  ken  of  a  body  of  generalists, 
and  so  what  the  legislation,  in  effect,  does  is  mandate  not  new  in- 
stitutions, but  current  institutions  in  an  empowered  working  group 
to  develop  consistent  cross-border,  cross-industry  standards,  and  I 
have  heard  no  objection  to  that  approach  from  anyone  except  that 
you  don't  want  legislation,  and  so  what  my  concern  that  I  would 
like  to  thrust  to  all  of  you  is  what,  specifically,  do  you  object  to  that 
is  in  the  legislative  format? 

Mr.  Ludwig. 

Mr.  Ludwig.  As  I  said  before  you  arrived.  Congressman  Leach, 
this  is  a  fine  effort,  and  I  think  that  all  of  us  have  profited  by  the 
open  exchange  on  the  legislation  and  on  the  activities  we  have  en- 
gaged in.  These  hearings  are  valuable.  I  think  the  legislative  proc- 
ess in  that  regard  is  valuable. 

We  don't  have  much  to  criticize  about  the  bill,  so  "object"  is  prob- 
ably too  strong  a  word  to  use.  There  are  some  areas  that  we  think 
ought  to  be  tinkered  with.  I  mentioned  that  there  is  a  danger  in 
forcing  interagency  activity  in  that  the  timeframe  for  such  activity 
in  some  cases  is  not  fiexible  enough.  There  are  a  number  of  cases 
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where  agencies  simply  have  to  act,  depending  on  the  facts  and  cir- 
cumstances of  the  institutions  they  supervise. 

At  the  same  time,  I  think  there  are  a  number  of  reasons  why  you 
hear  this  note  of  caution  about  legislating  at  this  point.  One  is,  as 
I  mentioned  to  Congressman  Hinchey,  you  never  know  what  comes 
out  at  the  end  of  the  legislative  process.  It  may  not  necessarily  be 
the  bill  as  currently  drafted.  That  comes  out  of  the  process 

Mr.  Leach.  Can  I  halt  you  right  there  because  I  know  what  you 
are  suggesting,  but  if  you  recall,  I  mean,  the  legislation  is  designed 
to  give  you  flexibility.  It  is  not  designed  to  set  precise  standards, 
and  so,  you  know,  any  legislation  can  be  criticized  for  what  it 
might  become,  but  I  think  it  is  truly  fair  to  criticize  for  what  it  is. 

I  mean,  there  is  no  subject  before  the  Congress  that  one  can't 
devastate  with  criticism  about  what  it  might  become.  I  mean 

Mr.  LUDWIG.  That  is  a  fair  comment. 

Mr.  Leach.  So  I  think  we  ought  to  deal  with  what  it  is,  rather 
than  what  someone  might,  as  a  straw  horse,  suggest  it  could  be, 
and  what  it  is,  it  strikes  me  as  very  helpful  to  all  of  you,  and  again, 
I  mean,  I  would  stress  that  it  emanated  from  you. 

I  mean,  it  didn't  come  from  the  Moon.  It  came  from  the  Group 
of  Thirty.  It  came  from  the  regulators  themselves,  and  so — I  mean, 
it  is  odd  that  there  is — you  know,  this  depth  of  doubtfulness. 

Mr.  LuDWiG.  Hesitancy  is  the  way  I  would  probably  characterize 
it  at  this  time. 

Mr.  Leach.  Sure. 

Mr.  LuDWiG.  The  second  comment  I  would  make  is  that  we  may 
well  come  to  a  point  where  legislative  action  is  called  for.  As  we 
actively  study  and  work  in  this  area,  our  view  is  that  the  time  just 
isn't  now.  The  area  is  under  deep  study  in  the  Working  Group  and 
in  the  interagency  task  force,  as  well  as  internationally.  There  is 
so  much  happening  that,  although  it  is  unfair,  we  still  worry  about 
what  comes  out  at  the  other  end. 

Mr.  Leach.  So  you  are  just  suggesting  that  the  administration 
is  a  little  slower  witted  than  otherwise;  is  that  the  conclusion 
there? 

Mr.  LuDWiG.  We  have  taken  a  number  of  steps  in  terms  of  BC 
277  and  the  followup  questions  and  answers,  and  we  have  engaged 
in  a  great  deal  more  supervision  internationally.  There  are  market 
risk  and  interest  rate  risk  capital  standards  in  process  which  are 
a  major  change.  So  there  are  actions  actually  being  taken. 

Mr.  Leach.  I  appreciate  that.  Let  me  say,  my  own  view  is  that 
there  would  be  a  great  deal  of  legislation  I  would  object  strenuously 
to.  In  putting  up  straw  horses,  I  would  personally  oppose  all  of  the 
legislation  that  people  have  described  this  legislation  could  become, 
and  would  work  vigorously  to  make  sure  it  didn't  happen. 

But  this  particular  legislation  is  designed  to  be  exceptionally 
flexible,  and  we  certainly  would  work  to  make  it  more  flexible 
along  any  suggestions  that  responsible  regulators  might  well  sug- 
gest. And  that  would  be  something  that  I  think  we  would  all  want 
to  keep  in  mind. 

And,  certainly,  iust  so  there  is  no  misunderstanding  of  those  that 
have  promulgated  the  legislation,  the  premises  that  derivatives  are 
an  enormously  helpful  advent  to  the  American  financial  landscape, 
and  they  are  to  be  in  every  responsible,  reasonable  way  assisted, 
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not  the  reverse,  and  it  is  the  assumption  that  pubHc  bodies  work- 
ing with  the  private  sector  can  ensure  the  stability  and  the  long- 
term  viability  of  the  market,  not  impede  it. 

And  it  is  only  the — the  market  strikes  me  as  only  jeopardized  by 
excesses.  So  to  ensure  its  future,  not  to  retard  its  future  is  the  in- 
tent. Now,  one  can  argue  that  intents  and  effects  are  not  always 
the  same.  But  that  is  the  premise  upon  which  those  that  have 
looked  at  this  issue  in  a  serious  way  are  attempting  to  do. 

I  would  only  stress  that  I  would  hope  very  mucn  that  any  criti- 
cism of  approach  be  based  upon  what  is  in  the  bill,  not  what  one 
fears  might  become  part  of  the  bill,  for  which  I  know  of  no  major 
movement  to  make  more  strenuous. 

Thank  you. 

Mr.  Deutsch  [presiding].  Thank  you,  Mr.  Leach. 

I  am  going  to  have  my  opportunity  to  ask  some  questions,  since 
I  am  the  only  member  that  has  not.  I  want  to  add  my  thanks  to 
the  members  of  this  panel.  This  has  been  an  incredibly  interesting 
hearing.  I  have  never  seen  Chuck  Schumer  sit  as  long  as  he  sat 
this  morning. 

I  think  Mr.  Ludwig  might  have  said  the  most  significant  thing 
we've  heard  today  in  his  last  statement  about  the  timing  of  this 
legislation. 

This  legislation  attempts,  in  part,  to  require  institutions  to  deter- 
mine whether  a  derivative  is  suitable.  From  evervthing  I  have  read 
or  heard  this  morning,  this  really  seems  to  be  illogical  in  the  mar- 
ket that  exists  today.  Could  any  of  you — and  choose  who  wants  to 
in  what  order — respond  specifically  to  that  part  of  the  legislation, 
and  ask  whether  it  is  appropriate  in  the  market  today  to  setting 
up  standards  of  suitability  and  make  banks  responsible  for  them? 

Mr.  Hove.  Let  me  describe  suitability.  And  it  is  sort  of  an  anec- 
dote that  may  make  some  sense.  If  I  have  a  lawn  about  the  size 
of  this  table,  for  example,  and  I  go  into  a  lawn  supply  store  and 
say  I  would  like  to  buy  a  14-horsepower  lawn  tractor,  the  lawn  or 
garden  store  isn't  going  to  find  out  what  size  lawn  I  have  or  how 
I  am  going  to  use  the  tractor.  They  will  sell  me  the  tractor.  And 
they  are  not  going  to  incur  any  liability  for  that. 

And  I  think  that  suitability  for  this  market  is  sort  of  the  same 
way.  When  a  dealer  is  selling  a  product,  the  suitability  for  that 
tractor  may  be  perfectly  suitable  to  a  person  with  a  large  lawn  but 
not  a  person  with  a  small  lawn. 

What  is  a  suitable  derivative  or  a  suitable  item  for  one  person 
or  one  institution  clearly  is  not  for  another.  And  to  put  the  require- 
ments of  suitability  on  the  seller  seems  to  me  to  be  an  excess  bur- 
den that  doesn't  need  to  be  done. 

Mr.  Deutsch.  I  guess  it  is  really  an  emphasis  on  how  some  peo- 
ple have  a  suspicion  of  this  particular  market.  There  are  plenty  of 
other  markets.  Maybe  the  next  legislation  is  a  suitability  require- 
ment for  lawnmower  sellers.  Maybe  that  will  be  the  amendment  to 
this  bill  as  it  moves  along  the  process. 

Mr.  Ludwig.  There  is  a  level  of  responsibility  for  the  seller  here 
that  is  a  little  different  than  the  lawnmower  analogy.  You  certainly 
don't  want  the  seller  to  sell  the  instrument,  or,  if  you  will,  sell  the 
lawnmower,  knowing  that  this  would  violate  the  purchaser's  needs. 
We  have  included  that  level  of  responsibility  in  our  guidelines.  We 
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are  obligated  to  come  up  with  suitability  standards  that  would 
apply  to  government  securities,  including  derivatives,  under  the 
Government  Securities  Act,  and  we  may  well  deal  with  it  in  the 
same  way.  I  think  the  suitability  question,  while  a  very  tough  one, 
is  one  you  can't  simply  walk  away  from  by  saying  caveat  emptor. 

Mr.  Deutsch.  I  don't  want  to  focus  only  on  this  issue,  but  you 
are  dealing  with  relatively  sophisticated  buyers  and  sellers.  From 
my  experiences  in  the  real  world  where  expert  sellers  thought  they 
were  getting  a  good  deal  and  the  buyers  ended  up  getting  the  good 
deal  in  the  end,  that  is  the  nature  of  markets. 

One  of  the  few  freedoms  we  have  left  in  this  country  is  the  free- 
dom to  make  mistakes  and  make  bad  business  decisions.  And  it 
just  seems  that  government  coming  in  at  this  point  to  regulate  that 
ability,  particularly  with  sophisticated,  multimillion-dollar  trans- 
actions, really  seems  almost  strange. 

Mr.  LUDWIG.  The  way  we  do  it  currently  is  that  where  a  bank 
knows  that  the  instrument  being  sold  violates  the  policies  and  pro- 
cedures of  the  purchaser,  the  bank  shouldn't  make  the  sale.  The 
public,  including  the  sophisticated  public,  reposes  in  banks  a  level 
of  trust  that  you  don't  want  to  violate.  But  I  grant  what  you  are 
saying;  going  the  whole  way  toward  suitability  as  it  is  used  in  the 
NASD  rules  where  you  have  an  affirmative  obligation  to  check, 
where  there  is  a  certain  legal  liability,  is  worrisome.  It  is  an  area 
in  which  we  would  tinker  with  the  provisions  of  the  legislation,  as 
I  indicated  to  the  chairman. 

Mr.  Deutsch.  Let  me  go  back  to  something  I  think  you  had  said 
previously,  and  it  is — and  in  some  ways  you  have  touched  on  this 
over  the  last  several  hours,  but  specifically,  there  is  nothing  that 
this  legislation  would  do  that  you  don't  have  the  regulatory  author- 
ity to  do  today;  is  that  accurate? 

Mr.  LuDWiG.  Yes. 

Mr.  Deutsch.  And  also,  specifically,  the  concern  that  members 
addressed  dealing  with  insured  deposits.  If  you  believed  that  were 
a  problem,  you  would  be  able  to  deal  with  that  today.  Is  that  accu- 
rate as  well? 

Mr.  LuDWiG.  Yes. 

Mr.  Hove.  We  have  some  concerns  at  the  FDIC.  Title  III  of  this 
bill  provides  some  clarification  for  some  issues  of  receivership  that 
we  think  are  appropriate  to  clarify.  And  from  that  standpoint, 
there  are  provisions  in  there  that  we  find  very  attractive  in  Title 
III. 

Mr.  Deutsch.  Let  me  just  ask  one  final  question,  and  open  it  up 
for  comments  then,  and  it  also  is  in  response  to  something  you 
said,  and  it  kind  of  highlights  that  maybe  we  are  not  at  that  stage 
ready  for  legislation. 

Mr.  Ludwig,  you  also  talked  about  the  issue  of  this  market  not 
being  defined  by  space.  There  is  no  reason  why  these  transactions 
could  not  be  done  offshore  on  an  island  or  in  Japan  or  anywhere 
else  in  the  world. 

That  concern  that  you  recognized  doesn't  seem  to  be  addressed 
by  the  legislation.  If  we  were  to  impose  these  requirements,  it 
would  seem  to  have  an  adverse  practical  effect  on  American-based 
companies. 
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Is  there  any  movement  in  any  other  countries  to  start  regulating 
the  way  this  legislation  talks  about  regulating  the  derivative  mar- 
ket? Is  there  any  possibility  of  an  international  regulation  at  some 
point  in  the  future? 

And  if  we  were  to  regulate  in  the  United  States,  it  would  seem 
as  if  the  concerns  that  have  been  raised  by  the  proponents  of  the 
legislation  now,  if  in  fact  it  is  so  fungible  in  terms  of  moving  to 
other  locations,  what  you  might  end  up  doing  is  just  putting  Ameri- 
cans out  of  work  or  American-based  companies  at  a  competitive 
disadvantage. 

Mr.  LUDWIG.  I  think  that  is  a  genuine  worry.  The  Swiss  and  the 
French  are  particularly  advanced  in  this  area,  but  there  are  also 
other  national  financial  services  industries  that  are  becoming  quite 
advanced.  If  it  does  go  offshore,  it  doesn't  necessarily  reduce  world- 
wide risk,  but  it  does  move  the  activity  out  of  the  United  States. 

In  all  fairness,  the  current  bill  that  we  are  addressing  would  not 
cause  that  result.  What  Congressman  Leach  said  is  fair.  This  is  a 
flexible  piece  of  legislation  that  I  don't  think  brings  on  that  result. 
There  are  other  parts  of  it  we  would  worry  about — for  example,  re- 
quirements regarding  suitability  and  joint  interagency  action.  I 
think  your  concern  is  a  real  one,  the  current  piece  of  legislation 
doesn't  cause  that  result  in  and  of  itself. 

Mr.  Deutsch.  Thank  you  very  much. 

Chairman  Neal  [presiding].  Thank  you,  sir. 

Are  there  any  further  questions  for  this  panel?  If  not,  I  would 
like  to  thank  you  all  very  much  for  spending  so  much  time  with 
us  this  morning.  And  I  look  forward  to  your  further  comments  on 
this  bill  as  we  discuss  it  during  the  hearing. 

I  will  yield  to  the  distinguished  gentleman. 

Mr.  Baker.  I  apologize.  I  was  just  outside  for  a  moment  and 
didn't  realize  it  was  coming  so  quickly,  from  my  view,  to  a  conclu- 
sion. Perhaps  I  could  address  this  to  Mr.  Ludwig,  just  for  a  cursory 
response. 

It  seems  as  though  there  is  much  discussion  about  the  problem- 
atic area  of  derivative  transactions,  and  we  do  have  in  the  offing 
a  legislative  proposal  to  address  what  appears  to  be  the  concerns. 

To  date,  however,  I  am  not  convinced  we  really  identified  what 
the  problem  is.  I  don't  think  there  is  an  inherent  difficulty  with  the 
product  itself,  because  the  product  takes  on  many  varied  forms  and 
shapes.  I  don't  think  necessarily  that  a  risk  hedging  tool  is  a  bad 
tool  to  have  in  credit  markets,  which  I  believe  derivatives  to  be.  It 
appears — although  I  have  no  basis  from  which  to  conclude  this — 
that  the  transactions  of  interest  are  those  of  an  unsophisticated  or 
uninformed  purchaser  who  acquires  a  product,  perhaps  not  ade- 
quately described,  which  leads  to  unexpected  losses. 

The  solution  that  seems  to  be  developing  is  to  place  that  burden 
upon  the  agency  or  the  regulator  to  say  after  the  fact  that  the 
acquirer  was  not  suitable  for  this  transaction,  and  to  place  that 
burden  on  the  marketer  of  that  product  in  a  free  market  system 
where  people  buy  products  they  may  not  need  all  the  time. 

Isn't  it  perhaps  advisable  for  us  to  do  a  little  more  analysis  of: 
One,  how  many  problems  there  are  in  the  marketplace;  two,  can  we 
protect  Procter  &  Gamble  from  themselves;  and  three,  are  there  a 
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number  of  people  in  the  marketplace  who  are  acquiring  these  on 
a  bulk-purchase  basis  who  really  don't  know  what  they  are  doing? 

It  seems  to  me  in  most  cases  in  the  information  I  have  been  pro- 
vided, that  this  is  a  risk-hedging  tool  which  is  used  effectively  in 
the  market  to  make  sure  that  untoward  losses  aren't  engaged  in. 
Do  we  have  sufficient  data  yet  to  know  who  is  at  risk  and  whether 
they  are  unnecessarily  so  at  this  point? 

Mr.  LuDWiG.  I  think  we  do  have  enough  information  to  believe 
that  a  strict  suitability  standard  of  the  type  used  in  the  retail  mar- 
ket probably  goes  too  far  and  may  well  create  legal  risks  that 

Mr.  Baker.  On  that  point,  if  I  were  to  sell  as  a  dealer  to  a  person 
I  assumed  to  be  capable  of  taking  the  risk  and  later  it  is  deter- 
mined there  is  a  loss,  I  understand  it  is  the  regulator's  discretion 
as  to  whether  or  not  that  purchaser  was  adequately  informed  and 
capable  of  making  the  business  decision.  Wouldn't  that  seem  to 
open  some  line  of  liability  for  that  broker,  regardless  of  the  regu- 
lator's determination? 

Mr.  LUDWiG.  There  is  no  doubt  that  when  one  gets  into  the  area 
of  suitability,  or  even  appropriateness,  as  we  put  it,  there  are  some 
liability  issues.  As  I  said,  on  the  one  hand,  retail  suitability,  stand- 
ards seem  to  me  to  go  too  far.  On  the  other  hand,  I  must  say  just 
a  strict  caveat  emptor  attitude  in  this  area,  at  least  for  bank  par- 
ticipation, does  not  go  far  enough. 

Mr.  Baker.  But  the  focus  of  the  bill  is  to  go  to  regulated  financial 
institutions  which  probably  are  some  of  the  more  responsible  with 
regard  to  fiduciary  obligations,  and  the  scope  of  those  marketing 
these  derivatives  is  much  broader  than  just  regulated  financial  in- 
stitutions. So  if  we  move  in  this  direction,  we  take  a  preemptive 
strike  against  the  folks  who  are  probably  doing  the  best  job  of  ad- 
vising risk  and  leave  undaunted  those  outside  the  regulatory  net. 

Mr.  LUDWiG.  I  would  like  to  think  we  do  a  superior  job  of  this 
within  the  depository  institutions  market.  You  are  right,  it  does 
leave  out  a  universe  of  players  that  is  not  subject  to  the  same  kind 
of  scrutiny  and  regulation  that  we  have  for  depository  institutions. 

Mr.  Baker.  I  thank  the  chairman. 

Chairman  Neal.  Thank  you. 

Mr.  Leach. 

Mr.  Leach.  I  would  just  like  to  ask  unanimous  consent  to  put  an 
opening  statement  in  the  record. 

Chairman  Neal.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Mr.  Leach  can  be  found  in  the 
appendix.] 

I  would  like  to  again  thank  the  panel  for  their  help.  We  look  for- 
ward to  hearing  from  you  at  your  earliest  convenience. 

Thank  you. 

Chairman  Neal.  We  will  now  ask  our  next  panel  to  join  us.  Our 
next  panel  is  comprised  of  Mr.  John  Logan,  executive  vice  presi- 
dent. First  American  Corp.,  Nashville,  Tennessee,  testifying  on  be- 
half of  the  American  Bankers  Association;  and  Mr.  Mark  Brickell, 
vice  president,  J. P.  Morgan  &  Co.,  testifying  on  behalf  of  the  Inter- 
national Swaps  and  Derivatives  Association,  Inc. 

Gentlemen,  we  very  much  appreciate  your  being  with  us  this 
morning.  It  is  afternoon  now.  We  will  put  your  entire  statements 
in  the  record  and  ask  that  you  summarize  a  little  bit  so  we  will 
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have  some  time  for  questions  and  answers.  If  it  is  all  right  with 
you  all,  we  will  go  ahead  and  hear  from  Mr.  Logan  first. 

STATEMENT  OF  JOHN  W.  LOGAN,  EXECUTIVE  VICE  PRESI- 
DENT, FIRST  AMERICAN  CORP.,  ON  BEHALF  OF  THE  AMER- 
ICAN BANKERS  ASSOCIATION 

Mr.  Logan.  Thank  you,  Mr.  Chairman. 

I  am  John  Logan,  executive  vice  president.  First  American  Na- 
tional Bank  in  Nashville,  Tennessee.  First  American  is  one  of  three 
banks  subsidiaries  of  First  American  Corp.,  a  $7.3  billion  bank 
holding  company.  In  addition,  I  am  currently  the  chairman  of  the 
American  Bankers  Association  Funds  Management  and  Bank  Cap- 
ital Markets  Committee.  In  the  interests  of  time,  I  will  try  to  be 
as  brief  as  possible. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  be  here  today  to 
discuss  commercial  bank  uses  of  derivatives  and  to  express  our  con- 
cerns about  adopting  legislation  regulating  derivatives,  particularly 
in  light  of  the  intensive  efforts  already  well  under  way  by  the  bank 
regulators,  FASB,  the  FFIEC,  and  industry  participants  to  better 
understand  and  manage  these  highly  useful  products. 

Commercial  banks  use  derivative  instruments  both  as  users  and 
as  dealers.  As  end  users,  commercial  banks  use  derivative  instru- 
ments to  minimize  their  own  institutions'  risks,  particularly  inter- 
est rate  risk,  which  enables  them  to  make  more  credit  available  in 
their  communities  in  a  form  that  meets  the  demand  of  their 
customers. 

In  addition  to  being  end  users,  several  of  ABA's  member  banks 
serve  as  over-the-counter  derivative  dealers,  utilizing  their  exper- 
tise to  understand  and  to  meet  the  unique  financial  needs  and 
risks  of  their  many  customers,  including  banks  like  mine,  as  well 
as  of  their  nonbank  customers. 

Again,  this  allows  financial  intermediaries  like  my  bank  to  better 
manage  risk,  permit  greater  market  innovation  in  response  to 
changing  customer  needs,  and  ultimately  make  credit  more  readily 
available  to  our  customers  than  would  be  the  case  if  derivatives 
were  not  available. 

My  25  years  in  banking  and  13  years  experience  with  derivatives 
have  taught  me  that  hedging  one's  risks  is  a  good  and  prudent 
practice.  In  fact,  a  well-conceived  hedging  program  can  appreciably 
add  to  a  bank  or  a  company's  success.  By  giving  up  the  prospect 
of  windfall  gains,  one  can  protect  oneself  from  disastrous  losses. 
For  commercial  banks,  the  most  common  use  of  derivatives  is  in 
the  form  of  over-the-counter  interest  rate  swaps. 

Although  commercial  banks  enter  into  interest  rate  swaps  for  a 
variety  of  purposes,  most  often  these  swaps  serve  as  an  effective 
tool  to  manage  interest  rate  risk.  Critically  important,  banks'  abil- 
ity to  enter  into  interest  rate  swaps  has  a  beneficial  impact  on  the 
availability  of  credit  to  the  local  businesses  and  the  customers  in 
their  communities. 

Take  my  institution.  Between  June  1993  and  June  1994,  First 
American  increased  its  outstandings  of  fixed-rate  loans  maturing  in 
longer  than  1  year  by  approximately  $545  million.  The  largest  por- 
tion of  these  loans  was  home  mortgages  and  installment  loans 
made  to  consumers  in  our  communities. 
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In  order  to  manage  the  potential  risks  posed  by  these  fixed-rate 
loans,  specifically  the  risk  to  the  banks'  interest  rate  margin  of 
funding  these  loans  with  our  floating  rate  deposit  base,  my  bank 
entered  into  several  interest  rate  swaps,  agreeing  to  pay  a  fixed 
rate  while  receiving  a  rate  based  on  a  fioating  rate  index. 

Doing  so  initially  cost  the  bank  about  1.5  percent  of  the  spread 
between  the  yield  on  the  loans  and  the  cost  of  the  deposits.  But 
this  hedging  operation  enabled  the  bank  to  protect  itself  against 
any  future  increases  in  interest  rates. 

The  decision  to  enter  into  derivative  transactions  has  thus  far 
proven  to  be  a  good  one.  First  American  has  been  better  protected 
from  the  recent  rate  increases  in  interest  rates  because  of  the 
swaps  entered  into  last  year. 

Derivatives  are  not  just  for  larger  banks  such  as  mine.  Many 
community  banks  often  use  them  effectively  as  well.  For  example, 
a  $175-million-asset  community  bank  in  the  upper  Midwest  re- 
cently was  approached  by  a  small  local  manufacturing  company 
seeking  a  $2  million  loan  in  order  to  renovate  its  plant.  This  par- 
ticular company  employed  1,200  people  in  a  community  of  15,000 
and  needed  to  maintain  the  plant  in  order  to  stay  competitive. 

The  company  did  not  want  a  fioating  rate  loan  but  rather  wanted 
a  10-year  fixed  rate  loan.  Absent  an  interest  rate  swap,  the  bank 
could  not  offer  its  customer  a  10-year  fixed  rate  loan  because  the 
interest  rate  paid  on  the  deposits  that  would  be  used  to  fund  that 
loan  would  vary  over  time,  creating  too  much  risk  for  the  bank. 

In  order  to  satisfy  and,  importantly,  keep  that  customer,  the 
bank  entered  into  an  interest  rate  swap,  trading  off  the  loan's  fixed 
rate  for  a  variable  rate  in  return.  The  bank  was  thereby  able  to 
protect  itself  from  interest  rate  risk  while  at  the  same  time  helping 
its  customers  and  communities. 

The  point  I  am  making  is,  derivatives  serve  a  valuable  purpose 
in  increasing  not  only  the  amount  of  available  bank  credit  but  also 
the  nature  and  type  of  credit  a  bank  can  provide  its  customers  irre- 
spective of  a  particular  bank's  size  or  location. 

As  you  are  well  aware,  banks  are  extensively  regulated  and  su- 
pervised bv  their  State  and  Federal  banking  regulators  to  ensure 
that  they  fallow  all  applicable  statutes,  regulations,  and  pronounce- 
ments. As  the  derivatives  market  has  grown  and  bank  involvement 
with  that  market  has  similarly  increased,  the  banking  regulators 
have  used  their  authorities  to  issue  more  and  more  specialized 
guidance  on  current  bank  derivative  activities. 

Moreover,  the  banking  regulators  have  indicated  time  and  again 
that  they  currently  have  all  the  regulatory  tools  and  flexibility  nec- 
essary to  address  commercial  banks'  use  of  derivatives. 

In  addition  to  current  regulations  and  guidance,  voluntary  initia- 
tives have  been  undertaken  by  the  industry.  Derivatives  dealers 
and  end  users  have  greatly  increased  their  internal  controls  and 
risk  management  system. 

As  a  result,  the  ABA  believes  that  the  legislative  remedies  out- 
lined in  H.R.  4503  are  neither  necessary  nor  desirable.  It  would 
seem  to  accomplish  nothing  that  the  regulatory  authorities  and 
others  such  as  FASB  are  not  already  doing.  And  it  could  have  seri- 
ous detrimental  effects  on  the  availability  of  commercial  bank 
credit. 
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Finally,  the  ABA  believes  that  Congress  should  not  enact  deriva- 
tives legislation  without  considering  the  impact  of  such  legislation, 
and  even  the  act  of  considering  such  legislation  may  have  on  the 
financial  marketplace.  Recent  increases  in  short-term  interest 
rates,  the  dramatic  decline  in  the  dollar  versus  the  yen  and  the 
mark,  and  the  market's  reaction  to  these  events  have  contributed 
greatly  to  the  recent  volatility  in  today's  markets. 

Legislation  impacting  derivatives  and  other  financial  instru- 
ments could  severely  impact  these  markets,  creating  further  uncer- 
tainties and  untold  consequences. 

In  conclusion,  Mr.  Chairman,  the  ABA  believes  that  the  current 
regulatory  environment  and  the  voluntary  efforts  undertaken  by 
the  industry  participants  are  sufficient  for  managing  current  deriv- 
ative activity.  Should  further  criteria  be  necessary,  the  bank  regu- 
lators have  all  the  authority  they  need.  Any  legislative  action  taken 
at  this  juncture  could  discourage  further  industry  and  regulatory 
efforts  and  perhaps  create  market  uncertainty. 

Accordingly,  the  ABA  believes  that  derivatives  legislation  is  nei- 
ther necessary  nor  appropriate. 

I  thank  you  and  I  would  be  happy  to  answer  any  questions  you 
might  have. 

[The  prepared  statement  of  Mr.  Logan  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  sir,  very  much. 

Now  I  would  like  to  hear  from  our  other  witness. 

STATEMENT  OF  MARK  C.  BRICKELL,  VICE  PRESmENT,  J.P. 
MORGAN  &  CO.,  ON  BEHALF  OF  THE  INTERNATIONAL  SWAPS 
&  DERIVATIVES  ASSOCIATION,  INC. 

Mr.  Brickell.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee,  for  inviting  me  here  today  to  represent  the  Inter- 
national Swaps  &  Derivatives  Association,  the  leading  inter- 
national organization  of  those  who  create  and  use  privately  nego- 
tiated derivatives.  It  is  good  to  be  back. 

As  many  of  you  know,  ISDA  has  worked  with  the  Congress  in  the 
past  6  years  to  pass  four  separate  pieces  of  legislation  regarding 
swaps.  And  we  have  heard  suggestions  recently  floating  around 
Capitol  Hill  that  we  don't  object  to  or  would  be  willing  to  accept 
this  bill,  H.R.  4503. 

I  am  here  today  to  say  that  this  is  simply  not  true.  In  fact,  yes- 
terday, an  unprecedented  group  of  eight  leading  financial  and  cor- 
porate trade  associations  released  a  joint  statement  announcing 
their  unified  opposition  to  the  bill.  The  group  represents  banks,  se- 
curities firms,  thrifts,  the  futures  industry,  and  corporations,  and 
groups  this  diverse  don't  always  agree  on  everything,  but  we  do  all 
rely  on  swaps. 

I  would  like  to  submit  that  joint  statement  into  the  record  with 
my  testimony. 

I  would  like  to  make  three  basic  points  about  the  derivatives 
business.  First,  swaps  are  a  critically  important  risk  management 
tool.  Second,  they  strengthen  the  banking  system.  And  third,  this 
legislation  is  fundamentally  fiawed  and  jeopardizes  those  benefits. 

There  have  been  a  dozen  studies  of  derivatives  released  over  the 
past  18  months  by  regulators,  by  the  administration,  by  Congress, 
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and  organizations  such  as  the  Group  of  Thirty.  Every  report  has 
emphasized  that  derivatives  are  an  essential  tool  that  help  corpora- 
tions, financial  institutions,  and  governments  around  the  world  to 
manage  the  risks  that  they  already  face  in  their  daily  business 
activities. 

Swaps  reduce  the  cost  of  capital.  They  raise  investment  yields. 
And  they  control  currency  risk.  That  means  more  jobs,  bigger  pen- 
sions, and  increased  exports. 

In  short,  swaps  are  more  important  to  Main  Street  than  they  are 
to  Wall  Street.  But  these  activities  help  banks  too.  Providing  swaps 
and  related  transactions  has  become  one  of  the  most  important 
ways  that  banks  serve  their  clients.  It  strengthens  relationships 
and  it  fosters  the  growth  of  related  activities. 

The  Federal  Reserve  Bank  of  Chicago  pointed  out  that  business 
loans  grew  faster  at  banks  that  used  swaps  than  at  banks  that 
don't,  tnat  swaps'  activity  builds  bank  capital.  Standard  and  Poors 
has  pointed  out  profits  from  derivatives  have  become  very  impor- 
tant to  major  money  center  banks,  accounting  for  a  very  substan- 
tial portion  of  home  sale  banking  profits.  The  article  called  those 
activities  a  source  of  fairly  stable  income. 

Most  important,  and  I  think  least  understood,  is  that  derivatives 
activities  are  strengthening  the  banking  system  by  improving  risk 
management  techniques.  I  can't  say  it  any  better  than  Fed  Gov- 
ernor Susan  Phillips,  who  noted  earlier  this  year  that  derivatives 
activities  are,  in  her  words,  "forcing  a  revolution  in  risk  manage- 
ment practices,"  and  that  these  practices  "have  the  potential  to  sig- 
nificantly enhance  the  soundness  and  efficiency  of  more  traditional 
trading  and  lending  activities." 

These  are  important  benefits.  And  I  suspect  that  that  is  why  the 
administration,  financial  regulators,  and  the  industry  agree  that 
there  is  no  need  for  legislation  at  this  time. 

On  13  occasions  since  October  of  last  year  when  the  first  hearing 
was  held  in  the  House  Banking  Committee  and  three  more  times 
today,  the  administration  and  regulators  have  testified  that  they 
already  have  the  powers  they  need,  and  they  are  actively  using 
them  to  make  the  necessary  improvements  in  the  regulatory  frame- 
work for  derivatives. 

In  no  case  did  a  regulator  say  that  derivatives  legislation  was 
necessary.  And  some  regulators  went  even  farther,  to  say  that 
passing  legislation  could  reduce  the  benefits  that  derivatives  bring 
to  this  economy. 

And  now  we  come  to  the  heart  of  the  matter.  Despite  the  very 
best  efforts  and  the  best  intentions  of  its  authors,  which  I  want  to 
take  great  pains  to  acknowledge,  H.R.  4503  is  an  example  of  such 
a  bill. 

There  are  several  reasons  for  this  and  I  would  like  to  cite  two 
important  problems  with  the  legislation.  The  bill  proposes  a  suit- 
able standard,  that  such  a  standard  should  be  introduced  for  the 
first  time  into  the  banker-client  relationship.  Such  laws  exist  in 
only  one  area  of  finance  today,  and  that  is  in  securities  sales. 

But  the  concept  is  not  applied  to  activities  including  bank  loans, 
foreign  exchange  dealing,  futures,  or  any  other  area  of  finance.  It 
makes  no  sense  to  us  to  introduce  this  retail  suitability  standard 
into  a  wholesale  activity  like  derivatives  dealing. 
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If  what  the  Congress  seeks  to  accomplish  is  to  ensure  that  the 
parties  to  a  transaction  understand  the  risks  of  the  deal,  this 
standard  would  have  the  opposite  effect.  It  reduces  the  incentives 
that  each  party  has  today,  and  should  have,  to  understand  the 
transaction.  And  it  puts  all  the  burden  on  the  banks. 

Today  it  is  as  if  you  have  two  pilots  in  the  cockpit  on  every  trans- 
action, both  awake,  alert,  and  trying  hard  to  understand  the  risks. 
What  this  proposal  does  is  tell  one  pilot  it  is  all  right  for  her  to 
go  to  sleep.  We  don't  think  that  increases  safety  and  soundness. 
What  it  does  is  reduce  the  chance  that  both  parties  will  understand 
the  transactions  they  have  agreed  to. 

The  second  flaw  in  the  bill  is  it  proposes  there  be  special  capital 
requirements  for  swaps.  Mr.  Chairman,  if  the  objective  here  is  to 
ensure  there  should  be  strong  capital  requirements  in  place  for 
swaps  activity,  there  already  are  and  there  have  been  since  1988 
under  the  Basle  framework  for  risk-based  capital  standards.  What 
the  bill  proposes  are  new,  special  capital  requirements.  We  don't 
think  that  makes  sense.  At  best,  it  would  be  redundant  and  more 
likely  it  would  reduce  the  availability  of  swaps  and  drive  up  their 
cost. 

OTS  Chairman  Fiechter  testified  this  morning  that  thrifts  have 
used  swaps  to  reduce  their  exposure  to  the  risks  inherent  in  mort- 
gage lending.  Special  capital  requirements  for  swaps  will  reduce 
the  availability  of  mortgage  loans  and  make  it  harder  for  Ameri- 
cans to  own  their  own  homes. 

Mr.  Chairman,  there  are  other  reasons  why  this  bill  has  aroused 
unified  opposition  and  I  would  be  glad  to  adaress  them  in  response 
to  your  questions.  We  hope  that  Congress  will  not  jeopardize  the 
derivatives  activity  which  is  of  critical  importance  to  American  cor- 
porations, financial  institutions,  and  government  entities,  by  at- 
tempting to  adopt  this  legislation. 

Thank  you. 

[The  prepared  statement  of  Mr.  Brickell  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  sir. 

Mr.  Logan,  I  would  like  to  just  point  out  that  no  one  has  been 
talking  about  doing  away  with  derivatives,  and  that  the  main  criti- 
cism hasn't  been  concern  with  the  use  of  derivatives  for  hedging, 
but  rather  the  criticism,  the  concern,  and  so  on  that  I  am  hearing 
and  I  see  written  about  has  to  do  with  however  you  want  to  de- 
scribe it,  trading  for  one's  own  account  or  speculation  or  entering 
into  derivative  transactions  for  one's  own  account  with  insured 
deposits. 

And  I  don't  think  you  spoke  to  that  aspect  of  this  question  at  all. 
Do  you  have  an  opinion  about  that? 

Mr.  Logan.  Thank  you,  Mr.  Chairman.  I  have  several  opinions 
on  the  use  of  insured  deposit.  My  major  concern  with  this  bill  per- 
sonally is  that  it  singles  out  bank  users,  end  users,  and  bank  deal- 
ers, and  leaves  untouched  the  whole  world  of  the  international 
swaps  market,  the  nonbank  broker  dealer 

Chairman  Neal.  Let  me  just  say  the  reason  for  that  is  we  don't 
have  any  jurisdiction. 

Mr.  Logan.  I  understand. 
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Chairman  Neal.  And  we  don't  have  any  concern,  frankly,  for  the 
deposits  in  a  German  bank,  for  example.  We  don't  guarantee  those. 
But  we  have  a  responsibility  ultimately,  as  we  unfortunately 
learned  in  the  savings  and  loan  fiasco,  for  deposits  in  insured  fi- 
nancial institutions.  So  that  is  why  the  focus  is  there. 

Mr.  Logan.  I  understand. 

Chairman  Neal.  Not  that  your  point  isn't  a  good  one.  It  might 
be  a  good  idea  to  try  to  generally  apply  standards  across  the  board. 
We  just  can't  do  that  in  this  subcommittee. 

Mr.  Logan.  I  understand.  From  my  point  of  view  as  an  end  user, 
not  even  as  a  commercial  bank  but  simply  as  an  end  user,  I  would 
prefer  always  to  do  a  swap  with  a  counterpart  that  is  a  regulated 
entity  like  perhaps  J. P.  Morgan,  not  because  they  have  insured  de- 
posit insurance,  because  that  deposit  insurance  does  not  apply  to 
my  swap,  but  because  they  are  regulated,  because  they  have  cap- 
ital, because  they  make  extensive  disclosures.  And  if  this  legisla- 
tion would  in  any  way  weaken  their  position  relative  to  the  other 
dealers  in  the  market,  I  may  be  forced  to  go  to  those  other  dealers 
who  are  relatively  unknown  entities  to  me  compared  to  a  J. P.  Mor- 
gan or  a  Citibank. 

It  seems  to  me  that  this  legislation  potentially  puts  these  bank 
dealers  at  a  competitive  disadvantage  to  other  dealers  in  the 
marketplace. 

Chairman  Neal.  I  am  not  quite  clear  about  that.  If  the  legisla- 
tion doesn't  require  the  regulators  to  do  anything  that  I  am  already 
doing,  how  would  it  put  banks  at  a  competitive  disadvantage? 

Mr.  Logan.  I  cannot  predict  what  disadvantage  it  would  put 
against  them.  As  we  heard  what  the  regulators'  panel  today  sug- 
gests, they  think  they  are  already  doing  what  this  regulation  calls 
for. 

Chairman  Neal.  But  I  was  asking  you.  What  in  the  legislation 
is  troubling  to  you,  if  I  may  put  it  that  way? 

Mr.  Logan.  The  fact  that  it  singles  out  banks  as  end  users. 

Chairman  Neal.  Just  that  fact,  not 

Mr.  Logan.  I  would  echo  Mr.  Brickell  here  that  the  suitability 
standard  is  one  that  does  not  seem  to  be  appropriate  for  this  type 
of  legislation.  It  would  introduce  a  whole  new  idea  by  applying  se- 
curities law  and  regulation  to  OTC  derivative  transactions. 

Chairman  Neal.  I  have  another  question  for  you  in  a  minute, 
but  sort  of  along  these  lines,  I  want  to  go  to  a  question  to  Mr. 
Brickell  about  capital  requirements.  You  suggested  that  you  object 
to  the  bill's  recommendations  that  strong  capital  requirements  be 
imposed  on  end  users  of  derivatives.  And  you  cite  cases  in  which 
end  users  reduce  their  risk  by  using  derivatives. 

Mr.  Brickell.  I  cited  the  testimony  of  OTS  Chairman  Fiechter 
this  morning  who  suggested  the  entire  thrift  industry  has  used  de- 
rivatives in  just  that  way. 

Chairman  Neal.  Right.  But  the  capital  requirements  linked  to 
risk  wouldn't  require  capital  to  cover  transactions  that  reduce  risk, 
would  they?  The  idea  is  to  only  require  capital  on  transactions  that 
increase  risk. 

Mr.  Brickell.  That  is  not  what  I  saw  in  the  bill,  sir.  It  didn't 
make  that  distinction. 
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Chairman  Neal.  I  thought  that  is  the  way  you  stated  the 
problem. 

Mr.  Brickell.  No.  My  concern  is  that  the  bill  singles  out  deriva- 
tives and  doesn't  distinguish  between  those  that  increase  risk  or 
decrease  risk  in  the  provision  that  calls  for 

Chairman  Neal.  That  is  what  I  was  trying  to  get  at.  If  it  only 
applied  to  those  situations  of  increased  risk,  would  you  have  the 
same  objection? 

Mr.  Brickell.  I  would  have  a  different  objection  in  that  case. 

Chairman  Neal.  OK  What  would  that  ber 

Mr.  Brickell.  Well,  Mr.  Logan  makes  the  point  that  the  bill  fo- 
cuses only  on  banks.  I  am  concerned  about  the  fact  that  the  bill 
concentrates  exclusively  on  derivatives  activity.  There  is  risk,  as 
you  pointed  out  earlier,  in  all  banking  activities.  When  a  bank 
makes  a  bank  loan,  it  takes  on  risk.  You  could,  I  suppose,  call  that 
speculating. 

When  a  bank  buys  a  Treasury  bond,  the  same  thing  is  true.  I  do 
not  understand  why  one  would  single  out  derivatives  for  the  special 
attention  that  comes  with  this  bill  as  a  source  of  risk.  If  you  want 
to  rule  out  risk,  then  let's  rule  out  risk  taking  by  banks.  But 

Chairman  Neal.  But  these  are  off  balance  sheet  activities.  I 
think  that  is  the  main  concern,  that  the  risk  and  risk -based  capital 
and  so  on  is  applied  to  balance  sheet  activities.  These  are  off  bal- 
ance sheet  activities. 

Mr.  Brickell.  They 

Chairman  Neal.  And,  again,  all  of  this  is  driven  probably  by  our 
experience  with  the  savings  and  loan  fiasco,  that  we  are  worried 
about  anything  that  looks  like  it  could  possibly  be  a  threat  to  the 
deposit  insurance  system  and  be  a  problem  for  taxpayers.  So  that 
is  what  I  think  drives  all  of  these  activities. 

Mr.  Brickell.  I  appreciate  understanding  the  source  of  the  con- 
cerns. It  is  important  to  clarify  the  fact  that  while  these  activities 
are  reflected  on  the  balance  sheet  only  in  their  market  value,  they 
are  still  covered  by  the  capital  requirements  that  have  existed 
since  1988  under  the  Basle  framework.  They  are  still  covered  by 
the  leverage  ratio  capital  requirement  that  has  existed  even  longer 
than  that. 

So  they  are  already  the  subject  of  strong  capital  provisions,  and 
my  concern  is  that  they  would  be  burdened  by  additional  special 
requirements.  When  you  place  that  burden  on  tnem,  as  the  bill  pro- 
poses to  do,  you  make  it  harder  for  thrifts,  for  example,  to  manage 
the  interest  rate  risks  they  have  when  they  take  on  mortgages  with 
negative  effects  for  the  American  homeowner. 

Mr.  Logan.  If  I  may  interject,  they  are,  as  Mr.  Brickell  will  state, 
already  charged  against  our  risk-based  assets  for  capital  ratios. 
They  are  already  reported  now  on  the  Call  Reports  and  in  our  an- 
nual and  10-K  reports  in  greater  and  greater  detail  each  year.  So 
although  they  are  off  balance  sheet,  they  are,  in  effect,  brought 
back  on  balance  sheet  for  regulatory  disclosure  purposes. 

Chairman  Neal.  My  time  has  expired.  I  am  going  to  yield  to  our 
expert,  Mr.  Leach. 

Mr.  Leach.  Well,  let  me  just  address  Mr.  Brickell  briefly,  and  let 
me  preface  it  with  the  observation  that  your  bank  has  led  all  other 
banks  in  efforts  to  come  up  with  uniform  constant  standards  and 
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this  legislation  is  designed  to  be  complementary  to  the  efforts  led 
by  your  bank.  And  as  a  matter  of  fact,  legislation  is  the  only  way 
to  ensure  uniformity.  Only  your  bank  has  done  a  great  deal  to  lead 
the  way  in  seeking  industry  compliance,  and  for  that  you  are  to  be 
complimented. 

You  make  the  point,  however,  and  I  would  like  to  stress  that  in 
my  time  in  public  office  I  have  never  heard  from  a  bank  or  an  indi- 
vidual more  straw  man  arguments  without  basis  in  statutory  con- 
sideration. You  make  the  observation  that  you  are  concerned  that 
we  are  singling  out  derivatives  without  distinction. 

In  your  testimony  and  in  your  public  utterances  repeatedly  you 
use  the  word  "swaps"  and  then  apply  all  the  conclusions  to  others 
that  would  make  very  distinct  descriptions  that  would  apply  to  cir- 
cumstance. And  we  are  not  dealing  with  swaps.  We  are  dealing 
with  a  wide  variety  of  derivative  instruments,  from  futures  to  for- 
wards to  options. 

And  this  statute  that  we  have  under  consideration  is  designed  to 
give  most  professional  people  in  the  regulatory  environment  the  ap- 
propriate types  of  techniques  to  make  these  distinctions.  Unlike 
what  you  stated  5  minutes  ago,  there  is  no  capital  standard  for 
swaps  in  this  bill.  And  to  state  that  is  a  massive  misreading  of  the 
circumstance.  In  your  written  testimony  you  talk  about  crude 
expedient. 

I  would  not  ever  use  language  like  crass,  self-interested  avoid- 
ance of  serious  responsibility  taking.  But  that  would  be  the  equiva- 
lent comment  that  someone  else  might  make  to  your  approach  that 
would  fit  the  words  a  "crude  expedient"  in  your  testimony.  And  I 
would  strongly  urge  you  to  understate  rather  than  overstate.  Your 
distinction  between  retail  standards  and  wholesale  activities  are 
not  immediately  apparent. 

The  people  you  deal  with  at  a  wholesale  level  have — I  mean, 
wholesaling  is  very  different.  As  someone  who  owns  a  wholesale 
company,  I  can  tell  you  that  you  have  customers.  You  sell  cus- 
tomers products.  These  are  not  simply  wholesale  activities.  And  the 
wholesalers  that  you  sell  to  represent  a  lot  of  very  small  people. 
They  are  not  necessarily  of  the  most  sophisticated  nature. 

And  this  distinction  between  retailing  and  wholesaling  is  one 
that  is  well  beyond  me.  But  I  want  to  go  to  a  couple  of  comments 
and  really  ask  philosophically  whether  you  really  mean  what  you 
said.  In  yesterday's  July  11  American  Banker,  you  were  quoted  as 
saying,  "Derivatives  can  serve  as  a  supplement  to  capital." 

How?  And  then  you  go  on  to  say,  "The  bill  would  deny  the  bene- 
fits of  derivatives  to  capitally  constrained  institutions  that  need 
them  the  most."  And  I  will  tell  you,  it  strikes  me  as  very  relevant 
for  the  U.S.  Government  to  be  very  doubtful  about  an  institution 
without  capital  using  derivatives  products  which  by  definition  can 
become  very  speculative  in  nature.  That  is  one  of  the  reasons,  not 
this  particular  bill,  which  does  not  have  precise  standards,  but  the 
OCC,  as  you  know,  has  suitability  standards  it  is  developing. 

The  OCC  has  regulators  who  know  the  customers  have  capital 
standards.  But  how  is  it  that  derivative  standards  supplement  cap- 
ital? That  is  a  very  interesting  philosophical  precept.  Do  they  make 
money  up?  How  does  it  occur?  I  mean,  I  can  believe  in  hedging  you 


43 

can  reduce  risk.  I  am  all  for  derivatives.  But  I  have  never  met  a 
derivatives  product  that  adds  to  capital.  Which  one? 

Mr.  Brickell.  Here  is  the  concept.  The  purpose  of  capital  is  to 
protect,  to  cushion  the  firm  from  the  impact  of  business  risks,  any 
range  of  business  risk. 

Mr.  Leach.  That  is  the  purpose  of  capital.  A  purpose  of  capital, 
yes;  not  a  definition  of  capital.  It  is  a  purpose  of  using  capital. 

Mr.  Brickell.  Agreed.  It  cushions  the  firm  from  the  impact  of 
a  flood  or  a  strike  or  having  the  point  of  sale  displayed  at  the 
wrong  place  in  the  grocery  store,  and  it  cushions  the  firm  from  the 
impact  of  financial  risks.  If  interest  rates  go  up,  will  you  need  more 
capital  perhaps  to  be  able  to  meet  vour  debt  obligations? 

These  transactions  are  generally  used  and  most  appropriately 
used  to  provide  protection  from  the  financial  risks  that  every  com- 
pany faces  from  its  existing  business  activities.  And  Chairman 
Fiechter  said  that  for  an  entire  sector  of  activity,  for  the  thrift  in- 
dustry, that  is  exactly  what  he  has  seen,  that  the  use  of  swaps  has 
cushioned  those  firms  from  the  impact  of  changes  in  interest  rates. 

Mr.  Leach.  So  there  is  no  misunderstanding,  I  am  all  for  swaps. 
Anyone  in  their  right  mind  has  to  be  all  for  swaps.  But  please, 
there  is  a  difference  between  purpose  of  something  and  defining 
something.  It  is  a  supplement  to  capital.  What  derivative  product 
is  a  supplement  to  capital? 

Mr.  Brickell.  A  cap  on  interest  rates,  if  you  are  a  thrift  who  is 
exposed  to  losses  when  interest  rates  shoot  up,  a  cap  on  interest 
rates  would  pay  you  cash  when  rates  rise  and  cushion  the  firm 
from  the  impact 

Mr.  Leach.  The  technique  makes  money,  if  it  works  right,  or  re- 
duces risk,  but  it  is  not  a  supplement  to  capital.  It  is  a  technique 
to  protect  whatever  capital  exists.  It  is  not  a  supplement.  It  is  a 
technique  to  protect,  if  it  is  used  wisely. 

But  let  me 

Mr.  Brickell.  I  should  confess  that  this  is  not  a  concept,  which 
I  developed  myself.  It  is  drawn  from  a  citation  by  a  professor  of  ec- 
onomics at  Harvard  who  actually  suggested  that  derivatives  are  a 
substitute  for  capital,  not  merely  a  supplement.  And  I  am  happy 
to  provide  in  writing  the  citation  from  which  that  is  drawn.  The 
concept  is  that  these  transactions  serve  the  same  purpose,  to  cush- 
ion the  shareholders  and  the  debt  holders  of  the  firm  from  risk, 
and  serve  a  useful  purpose. 

Mr.  Leach.  So  based  on  your  assumption,  it  wouldn't  be  appro- 
priate for  a  financial  institution  to  have  a  cap.  Bv  the  way,  one  of 
the  ironies  of  all  this  is  that  your  institution  of  all  the  major  banks 
has  been  the  one  that  has  been  the  strongest  advocate  of  having 
decent  capital.  And  your  presentations  have  been  in  the  obverse  to 
that  extent. 

Let  me  just  ask  another  question.  You  are  quoted  yesterday  in 
the  American  Banker,  because  you  are  criticizing  an  approach  of 
the  U.S.  Congress,  that  banks  could  become  liable  for  every  deriva- 
tives contract  that  loses  money. 

Well,  I  would  like  to  know  where  in  the  bill  it  says  banks  are 
liable  for  every  derivatives  contract  that  loses  money.  What  sec- 
tion? What  title  is  this  particular  provision  in?  I  mean,  I  and  my 
staff  wrote  the  bill.  I  don't  recall  putting  it  in.  It  strikes  me  as 
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philosophically  a  little  aberrant  to  my  own  views.  So  I  am  intrigued 
by  this. 

Mr.  Brickell.  Well,  let  me  respond  first  to  your  comment  about 
our  belief  that  capital  is  important.  We  do  think  that  capital  is  im- 
portant, not  just  my  bank,  but  I  think  every  banker  I  know  uses 
it,  tries  to  use  it  well,  and  likes  to  have  plenty  of  it.  And  I  would 
say  that  the  view  that  capital  is  important  is  consistent  with  the 
view  that  the  use  of  derivatives  can  supplement  the  capital  of  the 
firm;  that  is,  these  views  are  consistent,  not  contradictory. 

Now,  with  respect  to  the  suitability  provision,  it  has  been  much 
discussed  already  at  this  hearing,  and  the  concern  that  has  been 
expressed,  and  it  is  one  that  I  share,  is  that  it  introduces  a  new 
risk  into  the  banking  business;  the  risk  that  the  bank  is 

Mr.  Leach.  Do  you  object  to  the  current  OCC  guidelines  in  this 
area? 

Mr.  Brickell.  No,  sir. 

Mr.  Leach.  You  support  them? 

Mr.  Brickell.  The  current  OCC  guidelines,  just  to  clarify- 


Mr.  Leach.  Is  there  anything  in  our  bill  that  is  opposed  to  them? 
Let  me  just  tell  you,  the  use  of  the  word  "suitability"  could  not 
have  been  more  modestly  projected  in  this  bill.  I  mean,  you  are 
reading  into  this  far  more  than  anyone  I  know  has  read  into  it. 

We  list — I  mean,  to  cite  page  6  of  the  bill,  it  says,  "The  appro- 
priate Federal  regulatory  agencies  shall,"  not  the  U.S.  Congress, 
not  a  subcommittee  of  the  U.S.  Congress,  not  a  committee  of  the 
U.S.  Congress,  "the  appropriate  Federal  regulatory  agencies  shall 
jointly  establish  principles  and  standards  relating  to  capital,  ac- 
counting, disclosure,  suitability,  or  other  appropriate  regulatory  ac- 
tions for  the  supervision  of  financial  institutions." 

I  think  what  the  OCC  has  done  is  very  reasonable  and  makes 
sense.  There  is  nothing  in  this  that  is  contradictory  to  the  OCC. 
There  is  nothing  in  this  bill  that  says,  as  you  say,  and  I  want  to 
read  your  words,  not  my  words,  "Mr.  Brickell  expressed  concein 
that  banks  could  become  liable  for  every  derivatives  contract  that 
loses  money." 

That  is  a  very  powerful  statement,  and  one  that  is  false.  And  if 
you  are  going  to  be  a  constructive  engager  in  making  recommenda- 
tions to  this  Congress  that  carry  weight,  I  would  recommend  that 
you  state  valid  observations.  That  is  an  invalid  observation. 

Mr.  Brickell.  May  I  respond? 

Mr.  Lp:ach.  Of  course. 

Mr.  Brickell.  First  of  all,  I  think  it  is  important  to  clarify  that 
the  OCC's  appropriateness  test  is,  in  their  own  words,  specifically 
not  a  suitability  standard.  They  clarified  that  in  the  question  and 
answer  release  that  they  issued  after  they  first  promulgated  Bank- 
ing Circular  277.  It  is  not  a  suitability  standard. 

And  for  that  reason  I  understand  the  proposal  in  this  bill  to  be 
different  from  the  regulations  that  the  Comptroller  of  the  Currency 
has  put  in  place.  Now,  the  comments  that  I  made  in  the  American 
Banker  went  beyond  the  content  of  the  bill  and  talked  about  the 
concept  of  suitability  being  introduced  into  the  banker-client  rela- 
tionship. And  I  heard  your  comments  earlier  to  another  witness 
suggesting  that  you  wanted  comments  directed  specifically  at  the 
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bill,  and  I  am  trying  to  focus  my  comments  here  today  on  the  bill 
itself. 

But  with  respect  to  suitability  standards  introduced  into  the 
banker-client  relationship,  it  is  not  clear  to  me,  and  it  is  true  of 
other  aspects  of  this  bill  as  well,  why  you  would  limit  the  applica- 
tion, logically,  why  one  would  limit  the  application  of  such  a  stand- 
ard to  derivatives  activities.  Why  would  not  other 

Mr.  Leach.  You  are  again  presenting  a  straw  man.  You  are  say- 
ing why  have  a  bill  about  derivatives.  The  point  is  all  other  activi- 
ties of  the  bank  are  covered  by  very  appropriate  kinds  of  rules  and 
regulations  of  an  historical  nature.  This  particular  activity  is  of  a 
de  novo  basis  in  terms  of  some  of  it  has  been  around  for  several 
decades,  but  in  terms  of  the  size  of  the  market,  in  terms  of  the 
magnitude,  it  is  really  a  rather  new  phenomenon. 

Tnat  is  the  reason  why  there  is  a  focus  on  the  subject  of  deriva- 
tives. It  is  also  a  reason  why  we  have  taken  into  enormous,  and 
I  mean  enormous,  consideration  your  bank's  report.  This  goes  be- 
yond your  bank's  report  somewhat,  but  in  going  beyond  your  bank's 
report,  it  goes  beyond  it  as  recommended  by  major  regulators  of  the 
U.S.  Government,  with  almost  no  exception. 

Every  aspect  of  this  bill  is  recommended  in  one  form,  or  another 
by  J. P.  Morgan,  the  Securities  and  Exchange  Commission,  the 
FDIC,  the  Federal  Reserve  Board  of  the  United  States.  Now,  the 
only  question  is  whether  it  should  be  legislated,  which  is  a  very  dif- 
ferent question. 

Now,  there  is  also  a  question  that  Mr.  Logan  raises  and  one  I 
think  has  some  fairness.  Why  do  you  apply  it  exclusively  to  banks? 
Our  original  bill  did  not,  as  you  may  know.  And  I,  personally,  be- 
lieve there  ought  to  be  cross-industry  standards,  and  that  only 
through  legislation  can  you  get  them.  That  is  something  every 
bank  ought  to  think  about  very  seriously. 

One  of  the  odd  makeups  of  the  U.S.  Congress  is  we  divide  by 
areas  of  jurisdiction.  I  would  have  preferred  this  bill  to  include  the 
panoply  of  all  American  industry.  That  would  be  my  very  strong 
preference. 

Now,  the  hope  is  that  if  we  do  it  in  our  jurisdiction,  we  will  put 
some  precedent,  some  pressure  on  other  committees  of  other  juris- 
diction to  widen  it  and  it  will  have  the  effect  one  wants  to  have. 

But  I  would  stress  in  terms  of  the  content  of  this  bill,  it  gives 
to  the  regulators  the  authority  to  define.  And  again,  I  come  hack 
to  your  concerns  that  Congress  will  do  something  that  is  not  in  this 
statute,  and  that  the  precept  of  Congress  acting  might  cause  some- 
thing further  down  the  road.  But  as  far  as  what  is  in  the  statute, 
I  don't  see  many  devastating  criticisms  other  than  criticisms  that 
come  from  J. P.  Morgan  that  relate  to  circumstances  that  are  not 
in  this  bill. 

Mr.  Brickell.  Perhaps  I  could  respond  to  that. 

Mr.  Leach.  Perhaps. 

Mr.  Brickell.  There  are  parts  of  the  bill  which  do  more  than 
give  regulators  latitude  and  which  do  create  new  burdens  that  are 
mandated,  that  are  required  by  law.  The  treatment  of  directors  is 
an  example  of  that  kind  of  a  provision.  I  believe  it  is  called  in  the 
bill  requirements  for  directors,  and  that  there  is  a  requirement  in 
the  bill  that  specifies  that  in  order  to  participate  in  this  business 
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as  a  dealer  or  an  active  end  user,  a  financial  institution  must  have 
a  sufficient  number  of  directors  with  a  sufficient  knowledge  of 
derivatives. 

Mr.  Leach.  So  J. P.  Morgan  wants  unknowledgeable  people  to 
run  derivatives  activities?  I  think  that  makes  sense.  That  is  the 
way  I  would  conclude 

Mr.  Brickell.  That  is  certainly  not  my  opinion,  and  I  don't  want 
to  leave  that  impression.  The  objection  is  this.  The  bill's  creation 
of  a  Federal  law  of  governance  for  derivatives  activities  singles  out 
derivatives  for  regulation  that  has  never  applied  to  other  equally 
important  and  equally  risky  business  decisions  by  financial  institu- 
tions. 

There  is  already  a  good  deal  of  corporate  governance  in  law  with 
respect  to  activities  of  these  firms,  under  State  corporate  law  and 
under  Federal  securities  laws.  But  it  is  not  clear  to  me  there  is  a 
need  to  single  out  derivatives  with  a  requirement  for  a  certain  type 
of  knowledge  on  the  board.  And  I  worry  that  this  could,  again,  have 
an  unintended  but  opposite  effect. 

Mr.  Leach.  What  could  be  other  ways  of  dealing  with  the  issue? 
Let  me  tell  you  a  story.  Five  or  six  years  ago,  a  very  sophisticated 
member  of  the  savings  and  loan  industry  came  to  me  with  a  provi- 
sion he  wanted  put  in  statute.  His  provision  was  that  all  directors 
of  all  federally  insured  institutions  would  have  to  take  a  test  every 
2  years  on  risk  management,  which  I  thought  was  a  very  interest- 
ing proposal,  and  I  said  I  doubted  you  would  get  too  many  people 
to  serve  on  its  boards.  And  I  changed  it  and  said  that  maybe  the 
appropriate  regulators  ought  to  give  courses  in  risk  management 
for  board  of  directors  and  top  corporate  officers  to  take,  and  we 
have  that  course.  It  is  in  place  at  the  Fed  and  elsewhere. 

And  that  is  another  way  of  dealing  with  the  issue.  There  are  lots 
of  ways  to  skin  a  cat  here.  And  I  think  we  can  take  that  into  con- 
sideration. I  don't  think  it  is  the  most  serious  issue  under  review. 
One  could  deal  with  it  in  different  ways. 

Mr.  Brickell.  I  think  that  way  of  dealing  with  it  has  been  a 
very  successful  one.  It  is  one  that  the  swap  dealers  and  as  you 
point  out,  the  authors,  and  there  are  many,  of  the  Group  of  Thirty 
report  have  tried  hard  to  advance.  The  way  to  solve  these  problems 
is  through  education.  And  when  you  do  that,  you  are  teaching 
about  more  than  derivatives.  You  are  teaching  about  financial  risk. 
And  I  think  that  is  where  the  big  concern  is.  That  is  what  the  Con- 
gress and  all  of  us  are  apprehensive  about.  It  is  not  the  risk  arising 
in  a  particular  form.  These  transactions 

Mr.  Leach.  It  is  new  and  it  is  off  balance  sheet  and  there  are 
various  things  that  regulators  have  to  take  into  consideration  that 
are  of  a  totally  different  dimension.  Your  bank  has  led  in  suggest- 
ing that. 

Chairman  Neal.  Let  me  go  now  to  Mr.  Hinchey  for  questions. 

Mr.  Hinchey.  Thank  you,  Mr.  Chairman.  That  was  a  very  fas- 
cinating discussion.  I  would  like  to  ask  a  very  simple  question.  De- 
rivatives have  been  around  for  some  length  of  time.  Mr.  Logan,  you 
mentioned  you  have  been  dealing  with  them,  I  think  you  said,  for 
13  years. 

Mr.  Logan.  I  did  my  first  swap  in  1981. 
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Mr.  HiNCHEY.  They  are  relatively  new  to  some  of  us,  relatively 
new.  Nevertheless,  this  is  an  area  that  is  growing,  seemingly,  rath- 
er rapidly.  Certainly,  a  great  deal  of  attention  is  being  paid  to  it. 
I  just  wonder  if  you  can  tell  me  in  your  experience  what  is  driving 
the  direction  in  which  this  market  is  taking  and  what  future  do 
you  see  it  taking,  and  over  the  course  of  the  next  couple  of  years. 

Mr.  Logan.  In  terms  of  what  is  driving  the  market,  the  innova- 
tiveness  of  Wall  Street  is  no  doubt  a  factor  in  all  of  that.  But  it 
is  the  growing  perception,  I  think,  on  the  part  of  end  users,  banks 
like  myself,  that  we  need  these  instruments  in  order  to  better  man- 
age our  risks.  The  example  I  gave  of  making  roughly  a  half  a  bil- 
lion dollars  of  fixed  rate  loans  over  the  past  year,  vvhile  taking  vir- 
tually zero-fixed  rate  deposits,  simply  because  that  is  what  our  cus- 
tomers wanted,  they  wanted  fixed  rate  loans,  they  wanted  floating 
rate,  short-term  deposits. 

Heretofore,  in  past  years  that  would  have  left  us  with  all  of  that 
risk  unleveraged  on  our  balance  sheet.  We  now  have  the  option  of 
the  derivatives  market.  In  order  to  lay  off  that  risk,  let  these  guys 
worry  about  it  by  doing  a  contract  or  a  financial  contract  with 
them,  and  thereby  inuring  ourselves  from  the  risk  that  today  or  to- 
morrow interest  rates  could  go  through  the  roof  or  the  dollar  could 
fall  or  rise  or  v/hatever.  We  don't  have  to  worry  about  those  things. 
We  can  get  on  with  our  lifeblood  business,  which  is  taking  deposits 
and  making  loans. 

That  is  tne  main  reason  why  the  market  has  grown  as  rapidly 
as  it  has.  We  would  not  have  to  use  the  swaps  market.  We  could 
do  the  same  by  going  to  the  capital  markets  and  raising  money 
long  term,  but  at  a  much  greater  expense.  And  I  would  assert  that 
a  small  community  bank  doesn't  even  have  that  option  open  to 
them  because  there  is  no  market  for  a  small  bank's  long-term  fixed 
rate  debt. 

Mr.  HiNCHEY.  Mr.  Brickell. 

Mr.  Brickell.  I  echo  the  comments  Mr.  Logan  has  made  and  I 
am  glad  that  the  products  that  we  are  creating  and  providing  are 
as  helpful  as  they  have  been  to  financial  institutions.  I  think  they 
serve  a  useful  purpose.  And  I  don't  want  to  see  legislation  that 
makes  them  less  widely  available  or  more  costly  to  use. 

Mr.  HiNCHEY.  And  in  terms  of  the  nature  of  the  direction,  or  the 
increase,  rather,  is  it  going  to  be  more  in  swaps?  Is  it  going  to  be 
more  in  futures? 

Mr.  Logan.  The  greatest  growth  in  the  last  several  years  has 
been  in  the  options-related  products.  Things  like  interest  rate  floors 
and  caps  are  the  things  that  are  growing  the  most  rapidly,  slightly 
different  than  a  swap  or  a  different  effect  than  a  swap,  and  based 
on  more  complex  hedging  models  than  a  swap,  but  again,  an  area 
that  end  users  like  our  banks  are  perceiving  great  interest. 

If  we  perceive,  for  example,  that  the  falling  interest  rates  over 
the  next  year  represents  a  danger  to  us  at,  say,  5  or  4  percent,  we 
can  approach  a  dealer  and  buy  a  floor  which  will  pay  off  for  us 
when  LIBOR  reaches  5  percent  or  lower,  and  reaches  an  effective 
hedge  against  that  reality. 

After  having  bought  tnat  floor,  we  can  forget  about  it,  it  is  no 
longer  a  threat  to  us,  and  get  on  again  with  our  lifeblood  business 
of  taking  deposits  and  making  loans. 
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Mr.  HiNCHEY.  Thank  you. 

Chairman  Neal.  Thank  you,  sir.  Mr.  Lazio. 

Mr.  Lazio.  Thank  you  very  much,  Mr.  Chairman.  My  friend  from 
Iowa  is  in  rare  fonn  today. 

Good  afternoon.  I  wonder  if  we  can  talk  a  little  bit  about  compar- 
ing the  investment  quality  of  derivatives  and  assets  that  are  held 
by  the  remainder  of  the  bank's  loan  portfolio,  because  there  has 
been  some  suggestion  earlier  by  Mr.  Schumer  and  perhaps  by 
others  that  somehow  it  is  a  speculative  feature  to  the  use  of  deriva- 
tives in  a  bank's  portfolio. 

Mr.  Logan.  That  is  a  very  good  question.  Ninety-five  percent  of 
the  securities  portfolio  of  my  bank  is  invested  in  instruments  of  the 
U.S.  Grovernment  or  a  Federal  agency  thereof,  and  we  deem  those 
to  be  without  any  credit  risk  whatsoever. 

When  we  approach  the  derivatives  market,  that  is  not  the  case; 
there  is  no  guarantor  there.  So  that  imposes  the  obligation  on  us 
to  look  to  that  counterpart,  do  a  credit  analysis  of  the  counterpart 
to  those  trades,  as  if  we  were  lending  the  money,  if  you  like,  out- 
right making  them  a  loan,  and  going  through  the  processes  of 
board  approval,  of  measurement  devices,  of  what-if  analysis,  and 
putting  that  all  down  on  a  piece  of  paper,  getting  the  board  ap- 
proval before  doing  a  trade  with  the  counterpart. 

Again,  that  is  one  of  the  things  that  concerns  me  if  this  bill  or 
any  legislation  should  make  it  more  difficult  for  a  bank  dealer  like 
Mr.  Brickell's  bank  to  deal  in  this  marketplace;  they  are  the  best 
credits  available  to  us  in  the  market.  He  represents  a  bank  that 
is  one  of  the  few  in  the  world  that  carries  a  triple  A  rating. 

We  would  prefer  to  do  a  transaction  with  him  rather  than  with 
a  foreign  bank  that  we  don't  know  as  well  or  perhaps  with  a 
nonbank  American  corporation,  or  even  partnership  that  publishes 
no  earnings  statement.  That  is  very  difficult  to  get  a  current  finan- 
cial statement  on.  We  would  prefer  to  deal  with  a  bank. 

And  one  other  thing,  one  other  point.  If  you  impose  this  suit- 
ability standard  only  on  the  bank  dealers;  that  is,  the  suitability 
standard  that  they  have  to  make  a  determination  that  we  have 
gone  through  all  of  these  things  and  gotten  board  approval  and 
have  policies,  and  so  forth,  and  so  forth,  this  is  where  I  think  the 
risk  comes  to  the  dealers,  that  they  are  now  at  a  competitive  dis- 
advantage to  the  nonbank  dealers  in  the  marketplace. 

Mr.  Brickell.  If  I  could  add  to  that,  I  read  with  great  fascina- 
tion the  GAO  Report  on  derivatives.  It  contained  a  great  deal  of 
useful  information,  some  of  which  was  brand  new,  and  I  rec- 
ommend it  as  reading  to  everyone  here.  We  had  some  differences 
of  view  about  the  quality  or  the  merits  of  the  conclusions  that  were 
drawn  from  that  data,  but  some  of  the  data  goes  right  to  the  ques- 
tion you  are  asking,  the  quality  of  the  credit  risk. 

The  GAO  Report  shows  on  page  55  a  nice  bar  chart  that  indi- 
cates that  the  quantity  of  the  credit  risk  from  derivatives  is  far 
smaller  than  the  quantity  of  credit  risk  from  loan  contracts,  and, 
of  course,  there  are  other  kinds  of  credit  risks  the  bank  takes  on 
in  addition  to  loans,  letters  of  credit,  guarantees,  so  that  chart 
tends  to  overstate  the  relative  size  of  credit  risk  that  comes  from 
derivatives. 
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With  respect  to  quality,  the  report  said  the  derivatives  portfolios 
are  very  high  quality  and  that  97.5  percent  of  the  derivatives  that 
they  identified  were  investment  grade  counterparties.  That  is  a  far 
higher  average  credit  quality  than  one  would  find  in  bank  loan 
portfolios.  It  has  been  borne  out  by  the  quality  of  credit  perform- 
ance of  the  portfolios. 

We  did  a  survey  a  couple  of  years  ago  which  indicated  in  the  last 
decade  credit  loss  from  swaps  had  amounted  to  roughly  one-twenti- 
eth the  rate  of  loss  that  we  had  sustained  on  bank  loans  at  FDIC- 
insured  banks.  So  if  you  were  looking  to  take  the  risky  activity  out 
of  the  banks,  you  probably  wouldn't  start  with  the  derivatives 
business. 

Mr.  Lazio.  Your  bank  uses  derivatives  as  currency  swaps  to  help 
provide  more  attractive  rates  for  companies  that  are  end  users, 
that  are  seeking  either  equity  or  debt  in  the  foreign  markets.  Could 
you  explain  how  your  company  internally  is  organized  to  monitor 
the  balance  of  your  portfolio  with  respect  to  derivatives? 

Mr.  Brickell.  Yes.  And  I  am  happy  to  do  that.  You  make  the 
point  that  we  talk  here  about  the  ways  that  swaps  benefit  our  loan 
businesses.  It  is  certainly  true  for  the  money  center  banks  and  the 
banks  that  have  become  involved  in  securities  activities,  that  they 
have  also  helped  us  develop  our  underwriting  businesses,  and  the 
currency  swap  would  be  used  to  help  a  U.S.  borrower  raise,  for  ex- 
ample, funds  in  the  Swiss  capital  market  and  swap  that  Swiss 
franc  bond  back  into  the  U.S.  dollars  that  he  prefers  to  have  and 
should  more  safely  have  has  a  debt  liability.  But  we  keep  track  of 
the  market  risk  in  that  portfolio  of  transactions  together  with  the 
market  risks  from  the  other  banking  activities  that  we  conduct. 

We  start  aggregating  the  interest  rate  risk  from  exposure  to  U.S. 
dollar  interest  rates  in  swaps,  bank  loans,  government  bond  hold- 
ings, and  all  the  activities  we  conduct  that  include  interest  rate 
risks,  and  we  aggregate  across  the  firm  and  across  all  products. 

What  we  found  within  the  bank  is  while  you  might  start  focusing 
on  the  risks  within  derivatives  you  quickly  broaden  your  horizons 
to  the  risks  of  all  the  transactions  you  are  engaged  in  that  contain 
the  same  risks.  And  as  you  do  that  and  as  you  apply  the  risk  prin- 
ciples that  we  use  in  the  bank  and  that  were  outlined  in  the  Group 
of  Thirty  report  you  end  up  with  a  stronger  banking  institution. 
That  is  what  Fed  Governor  Phillips  said. 

In  short,  as  firms  come  in  contact  with  derivatives  they  have  bet- 
ter management  techniques,  and  that  is  one  of  the  least  understood 
benefits  of  the  activity. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  Thank  you  very  much. 

Chairman  Neal.  If  I  may  ask  you,  what  about  this — one  of  the 
General  Accounting  Office  conclusions  that  says,  "Derivative  obli- 
gations could  turn  a  panic  in  one  market  into  a  global  crisis  beyond 
the  ability  of  regulators  to  control"? 

Mr.  Logan.  I  deem  that  extremely  exceedingly  unlikely,  espe- 
cially in  view  of  some  of  the  steps  that  have  been  taken  within  the 
industry  to  mitigate  these  risk  factors  in  the  marketplace.  Concepts 
such  as  bilateral  netting,  whereby  two  counterparties  that  have 
multiple  transactions  can  treat  them  all  as  one  from  a  credit  risk 
point  of  view,  and  collateralization  of  net  risk  back  and  forth,  are 
now  becoming  very  common. 
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Mr.  Brickell.  I  share  Mr.  Logan's  view.  It  is  not  only  unlikely, 
derivatives  make  it  less  likely  that  a  shock  at  one  part  of  the  sys- 
tem will  cause  a  disaster.  People  talk  about  this  problem  or  con- 
cern and  they  talk  about  a  linkage  between  different  sectors  of  the 
market. 

Let  me  give  you  an  example  of  swaps  linking  capital  market  seg- 
ments. For  years,  thrift  institutions  made  mortgage  loans  that  give 
the  borrower  the  option  to  prepay  the  loan  if  he  chooses  to.  That 
exposes  the  thrift  to  the  risk  that  interest  rates  will  fall  and  he  will 
lose  the  high  yielding  asset.  It  is  a  good  thing,  of  course,  to  provide 
that  option  to  the  homeowner.  Nobody  argues  about  that.  But  there 
has  been  interest  rate  volatility  risk  bottled  up  in  the  thrift  sector 
for  a  long  time. 

At  the  same  tim.e,  corporations  have  issued  bonds  which  give  the 
corporation  the  right  to  call  the  bond  if  interest  rates  fall.  A  swap 
dealer  comes  on  the  scene,  looks  at  these  two  segments  and  activity 
in  the  capital  market  and  says,  well,  the  corporations  benefit  if  in- 
terest rates  are  volatile.  The  thrifts  are  harmed  if  interest  rates  are 
volatile.  Let's  invent  swap  options  which  will  enable  us  to  buy  a 
swap  option  from  the  corporate,  sell  it  to  the  thrift,  link  the  two 
segments  through  the  bank,  but  reduce  the  concentrations  of  risk 
that  exist  in  those  segments. 

Now,  when  interest  rates  are  volatile,  the  thrifts  are  less  likely 
to  find  themselves  disrupted.  That  is  what  linking  capital  markets 
does.  It  redistributes  risks  from  those  least  able  to  bear  them  to 
those  who  are  most  willing  and  most  able  to  take  them  on,  and  I 
think  it  strengthens  the  system. 

Chairman  Ne:al.  I  do,  too.  In  that  example,  and,  in  fact,  in  most 
examples  that  I  have  seen,  it  seems  to  me  that  derivatives  are  a 
new,  creative  way  to  hedge  against  risk.  Now,  most  of  the  criticism 
that  I  see  and  most  of  tne  fear  that  is  generated  by  this  subject 
has  to  do  with  financial  institutions  with  insured  deposits  trading 
for  their  own  account,  taking  big  risk,  leveraging  risk.  The  dif- 
ference comes,  as  one  of  the  regulators  points  out,  where  you  take 
a  risk  when  you  buy  a  Treasury  instrument,  but  your  risk  is  lim- 
ited by  the  denomination  of  that  instrument. 

You  can  leverage  that  much  further  in  this  by  using  derivatives 
or  other  instruments.  That  is  where  the  worry  comes.  What  would 
you  say  about  that? 

Mr.  Brickell.  Well,  leverage,  of  course,  is  not  a  new  element  in 
finance.  It  is  a  basic  aspect  of  financial  activity.  We  leverage  every 
time  we  make  a  bank  loan,  ever>  time  you  or  I  take  out  a  mort- 
gage. There  is  leverage  of  the  same  kind,  exactly  the  same  kind  in 
these  activities. 

Chairman  Neal.  It  is  the  same  kind,  but  a  different  magnitude. 

Mr.  Brickell.  I  think  we  should  consider  the  possibility  that  the 
magnitudes  are  also  the  same.  A  bank  that  wants  to  hold  a  port- 
folio of  Treasuries  and  take  the  interest  rate  risk  that  comes  from 
holding  it  can  buy  the  Treasuries  and  come  to  my  bank  and  say, 
would  you  lend  me  money  to  finance  my  Treasury  holdings,  repur- 
chase agi-eement,  widely  used  form  of  borrowing  to  support  or  to 
finance  Treasury  positions. 

There  is  leverage  in  every  repo.  There  is  leverage  every  time  we 
lend  m.oney  against  a  bond  portfolio. 
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Chairman  Neal.  Aren't  there  also — there  are  limits  to  the  lever- 
age because  of  capital  requirements. 

Mr.  Brickell.  There  are  limits  to  leverage  because  we  care 
about  the  ability  of  the  borrower  to  pay  us  back.  We  won't  lend  him 
more  money  against  those  bonds  than — we  won't  let  him  build  up 
a  bigger  portfolio  of  bonds  than  the  one  he  could  pay  us  back  for 
the  Tosses  on.  We  look  at  his  capital,  how  much  interest  rate  risk 
can  he  sustain,  can  he  support. 

And  if  he  comes  to  us  and  says,  I  would  like  to  buy  1  billion  dol- 
lars' worth  of  Treasuries  and  get  all  the  financing  I  can  from  you, 
we  make  a  credit  decision.  If  he  comes  and  says  I  would  like  to 
enter  into  a  $1  billion-dollar  interest  rate  swap,  we  look  at  his  cap- 
ital and  make  exactly  the  same  decision.  And  if  it  were  any  easier 
for  that  borrower  to  use  a  swap  to  create  the  leverage  than  it  is 
to  use  the  cash  market,  then  do  it  by  swaps.  We  quickly  find  the 
two  activities  driven  back  into  line  with  each  other. 

Chairman  Neal.  What  about  the  situation  of  the  bank  trading 
for  its  own  account? 

Mr.  Brickell.  As  you  have  said  yourself,  there  is  risk  in  all 
banking  activities,  there  is  risk  in  bank  loans,  there  is  risk  in 
Treasury  portfolios.  How  long  has  it  been  that  banks  have  held 
portfolios  in  government  securities,  which  some  people  now  call 
proprietary  trading? 

In  the  1860's,  nationally  chartered  banks  were  created  expressly 
for  the  purpose  of  purchasing  the  debt  of  the  U.S.  Government.  For 
130  years  they  have  had  these  securities  on  their  books,  and  if  we 
want  to  say  now  they  shouldn't  do  it,  that  they  shouldn't  have  pro- 
prietary portfolios,  that  is  a  big  decision. 

Chairman  Neal.  The  question  has  to  do  not  with  the  type  of 
transaction,  but  the  magnitude  of  it.  Maybe  I  am  wrong,  but  it  is 
my  impression  that  now  banks  can  leverage  their  positions  quite 
substantially  beyond  what  they  could  do  when  they  just  held  a 
portfolio  of  Treasuries.  Is  that  not  correct? 

Mr.  Brickell.  I  am  glad  you  asked  the  question  because  there 
is,  in  fact,  not  much  use  of  derivatives  in  proprietary  trading.  The 
biggest  single  asset  in  proprietary  trading  portfolios  is  debt  of  gov- 
ernment debtors.  I  suppose  Mr.  Logan  would  bear  that  out. 

Chairman  Neal.  So  what  about  those  instances  where  there  is 
the  use  of  derivatives  in  proprietary  trading? 

Mr.  Brickell.  The  risks  are  the  same  risks.  And  I  don't 
understand 

Chairman  Neal.  Isn't  the  magnitude  greater?  It  is  not  greater? 

Mr.  Logan.  I  understand,  if  I  may,  your  concern,  Mr.  Chairman. 
A  bank  is  constrained,  obviously,  for  on  balance  sheet  risk  by  the 
amount  of  money  they  have  to  spend  on  bonds  or  whatever.  And 
your  concern  is  that  with  the  derivative,  no  money  changes  hands 
up  front,  that  there  is  great  leverage  using  derivatives 
transactions. 

My  comment  is  that  although  that  is  possible,  that  is  not  a 
present  risk  in  the  banking  system.  I  don't  know  how  I  could  tell 
you  how  reluctant,  how  concerned  my  board  of  directors  is  every 
time  the  word  "derivatives"  is  mentioned.  We  come  to  the  use  of 
derivatives  exceedingly  reluctantly,  let  me  say,  only  as  the  last  re- 
sort to  balance  our  risks. 
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And  I  think  our  bank  is  typical  of  most  banks  throughout  the 
country.  Within  community  banks  there  is  so  much  fear  of  deriva- 
tives right  now  given  the  recent  publicity  and  the  regulatory  stance 
that  it  amounts  to  paranoia.  Banks  that  should  be  using  deriva- 
tives are  not.  Banks  that  would  benefit  by  the  use  of  derivatives 
are  avoiding  them  because  it  has  come  to  seem  that  there  is  some- 
thing wrong  with  them. 

Chairman  Neal.  To  use  them  for  hedging  purposes,  you  mean? 

Mr.  Logan.  Absolutely. 

Chairman  Neal.  Again,  that  is  not  what  I  am  talking  about  with 
this  question.  And  I  agree  with  you,  by  the  way.  I  have  no  argu- 
ment with  anything  you  just  said.  The  question  has  to  do  with 
leverage.  What  you  are  saying  is,  yes,  it  could  be  a  problem,  but 
it  is  not. 

Mr.  Logan.  Right. 

Chairman  Neal.  You  don't  deny  there  could  be  a  problem. 

Mr.  Logan.  It  could  be  a  problem. 

Chairman  Neal.  And  you  say  the  same  thing,  Mr.  Brickell? 

Mr.  Brickell.  I  see  it  slightly  differently.  Let's  talk  only  about 
derivatives  added  to  your  portfolio  to  increase  risk  in  the  same  way 
that  we  can  talk  only  about  securities  added  to  your  portfolio  to  se- 
cure risk.  There  is  a  limit  on  both  of  those  risk  taking  activities. 
I  wouldn't  lend  money  to  finance  a  bond  portfolio  that  was  larger 
than 

Chairman  Neal.  But  I  am  talking  about  for  your  own  account, 
now. 

Mr.  Brickell.  How  much  risk  would  we  take  for  our  own  ac- 
count? Our  ability  to  take  on  risk  is  governed  not  only  by  nine 
strict  internal  limits  we  have  at  the  bank,  and  we  are  careful  about 
this,  as  you  know,  but  it  is  also  controlled  by  the  willingness  of 
counte7*parties  to  enter  into  derivatives  contracts 

Chairman  Neal.  This  is  all  reflected  in  your  rating,  correct? 

Mr.  Brickell.  Yes.  We  are  cautious  with  our  own  internal  stand- 
ards. We  have  the  regulators  looking  over  our  shoulder  to  make 
sure  that  they  also  agree  that  we  are  being  prudent  in  our  risk  tak- 
ing. But  we  are  also  limited  by  the  willingness  of  counterparties  to 
write  swaps  and  other  derivatives  with  us. 

If  they  think  that  the  swap  gives  us  too  much  exposure  to  inter- 
est rate  risk  or  currency  risk,  they  won't  enter  into  it,  because  they 
want  to  be  sure  that  we  meet  our  obligations  under  that  contract. 

Chairman  Neal.  There  are  some  market  pressures,  and  I  guess 
they  exist 

Mr.  Brickf:ll.  Immense  market  pressures.  Here  is  another  place 
those  pressures  show  up.  Look  at  the  nature  of  the  separately  cap- 
italized affiliates  that  broker-dealers  have  established  for  their  de- 
rivatives business.  Many  of  those  firms  were  created  to  attain  tri- 
ple A  credit  ratings  so  that  today  you  have  more  triple  A  swap 
dealers  than  there  are  triple  A  banks  or  triple  A  broker-dealers  in 
this  country.  Tremendous  market  discipline.  And  that  shows  up  in 
all  aspects  of  the  activity. 

We  don't  want  to  see  any  of  that  reduced  by  legislation.  I  have 
talked  about  some  ways  that  might  happen. 

Chairman  Neal.  The  worry,  you  know,  all  of  this,  from  the  per- 
spective of  members  of  the  subcommittee,  is  the  unpleasant  experi- 
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ence,  I  said  before,  of  the  savings  and  loan  industry.  There  were 
good  arguments  for  savings  and  loans  trading  in  junk  bonds.  And 
a  number — and,  by  the  way,  of  taking  deposits  and  making  loans, 
many  of  the  areas  where  they  ended  up  getting  in  a  lot  of  trouble. 

I  think  the  worry  is  we  don't  understand  this  in  enough  detail 
to  know  that  we  are  not  missing  something,  that  there  is  some- 
thing going  on  here  that  we  may  not  see  clearly  enough  now,  and 
that  that  is  going  to  bite  us,  turn  around  and  bite  us  sometime  in 
the  future.  That  is  the  worry. 

Mr.  Brickell.  There  are  clearly  risks  in  the  activity.  We  are  well 
aware  of  them  and  we  study  them  hard  ourselves,  because  if  some- 
thing goes  wrong  we  are  the  first  people  who  get  hurt.  So  we  try 
to  be 

Chairman  Neal.  That  argument  isn't  quite  powerful  enough  be- 
cause the  savings  and  loan  people  would  have  told  you  the  same 
thing.  We  study  it  carefully,  we  are  the  ones  who  are  going  to  be 
put  out  of  business  first.  But  in  the  end,  that  wasn  t  powerful 
enough  to  save  that  industry. 

Mr.  Brickell.  I  understand  the  source  of  concern.  We  are  happy 
to — we  have  worked  with  the  regulators  quite  closely  for  10  years 
to  make  sure  that  from  their  point  of  view  we  were  doing  things 
that  were  appropriate.  We  have  been  to  the  Congress  four  times  to 
get  legislation  to  make  the  business  safer.  And  we  are  happy  to 
continue  that  dialog  and  try  to  frame  actions  that  will,  in  fact, 
make  it  a  better  activity. 

Chairman  Neal.  There  is  no  one  else  here.  Let  me  just  try  one 
more  time  on  the  objections  to  the  legislation.  The  legislation 
doesn't  require  that  the  regulators  do  anything  that  they  are  not 
essentially  doing  already.  So  you  could  argue  that  two  ways.  You 
could  say,  well,  it  is  not  needed.  You  could  also  say  that  it  ex- 
presses the  concern  of  Congress  that  this  sort  of  activity  ought  to 
be  done  by  the  regulators,  even  a  new  regulator  that  appears  in  the 
future  that  may  not  think  so. 

So  what  is  wrong  with  the  legislation?  Tell  me  again.  You  have 
said  it  several  times  and  I  am  sorry  to  ask  you  to  repeat  yourself, 
but  if  it  doesn't  require  the  regulators  to  do  anything  they  are  not 
now  doing,  what  is  the  problem? 

Mr.  Brickell.  It  does  require  the  regulators  to  do  things  they 
are  not  now  doing.  It  does  create  new  requirements. 

Chairman  Neal.  By  the  way,  I  think  we  have  heard  enough 
today  to  raise  very  serious  concerns  about  the  suitability  require- 
ment. Let's  sort  of  leave  that  out  of  the  picture  for  the  time  being. 
I  have  a  feeling  that  that  will  be  removed  no  matter  what  happens. 

Mr.  Brickell.  That  is  the  first  one.  The  second  one  is  the  cre- 
ation of  new  liabilities  for  directors,  the  requirement  there  be  some 
directors  with  specialized  knowledge  of  derivatives  on  the  board.  If 
something  goes  wrong  in  the  institution  in  the  derivatives  activity 
or,  indeed,  if  something  goes  wrong  anywhere  in  the  firm,  those  di- 
rectors would  be  subjected  to  potentially  greater  liability  than  they 
would  have  been  in  the  absence  of  this  statute. 

Chairman  Neal.  Have  you  covered  all  this  in  your  written 
statement? 

Mr.  Brickell.  I  have.  And  briefly,  there  are  some  technical  prob- 
lems, some  changes  in  the  insolvency  provisions.  Back  in  1991,  the 
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Congress  and  FDICIA  made  it  clear  the  netting  provisions  of  swap 
contracts  would  be  enforced.  Now,  in  this  bill  in  1994,  you  raise 
questions  about  the  enforceability  of  some  of  those  provisions. 
Again,  that  is  a  new  requirement  and  another  flaw  we  see  in  the 
legislation. 

But  finally,  and  perhaps  most  important,  by  passing  a  bill,  by  re- 
porting a  bill  out  of  the  subcommittee  that  addresses  derivatives 
and  derivatives  alone,  it  seems  to  me  you  are  sending  a  signal  that 
you  think  something  is  wrong  with  this  activity  and  the  way  that 
it  is  regulated.  We  see  things  very  differently.  I  think  the  regu- 
lators and  the  administration  see  things  differently.  And  we  think 
that  the  legislation  should  reflect  the  fact  that 

Chairman  Neal.  None  of  them  made  that  particular  complaint, 
that  it  would  be  perceived  as  if  something  was  wrong.  I  think  it 
is  already  perceived  that  there  is  something  wrong.  Fortune  maga- 
zine had  an  article,  you  probably  saw  it,  a  picture  of  an  alligator, 
and  the  implication  was  that  these  derivatives  were  eating  up  the 
financial  markets,  in  some  way  destroying  financial  markets,  as 
you  say,  other  front  page  stories  in  news  magazines,  newspapers, 
and  so  on. 

I  think  passing  legislation  might  be  read  another  way.  It  might 
be  read  that  finally  things  are  going  to  be  put  in  order,  whether 
anything  happens  or  not. 

Mr.  Brickell.  It  may  not  be  necessary  to  pass  legislation  to  ap- 
pease the  journalists.  This  month's  issue  of  Fortune  magazine  says 
derivatives  are  here  to  stay  and  that  any  corporation  that  doesn't 
learn  how  to  use  them  is  going  to  be  at  a  competitive  disadvantage. 
I  think  that  is  a  good  message  for  people  to  understand. 

When  Mr.  Logan  says  that  people  in  his  firm  had  concerns  about 
derivatives  and  this  makes  them  more  reluctant  to  use  these  help- 
ful, constructive  tools,  that  is  a  bad  outcome. 

Chairman  Neal.  Again,  though,  what  has  made  them  less  likely 
to  use  these  instruments?  Has  it  been  something  Congress  has 
done?  Has  it  been  something  the  regulators  have  done?  Or  has  it 
been  all  these  news  articles  that  have  made  it  appear  there  is 
something  terrible  going  on?  Plus  the  widespread  reports  of  a  few 
people  who  did,  in  fact,  lose  some  money. 

Mr.  Logan.  The  latter,  certainly,  has  been  the  major  cause  of  the 
concern. 

Chairman  Neal.  So  I  just  think  that  on  this  point,  that  legisla- 
tion could  be  read  both  ways.  It  might  be  read  as  something  very 
positive,  something  that  would  indicate  that  these  are  being  viewed 
more  seriously,  and  that  maybe  things  are  in  decent  shape.  I  don't 
think  entirely  because  of  legislation,  but  I  think  legislation,  deposit 
insurance,  and  so  on,  the  regulatory  structure,  has  enhanced  the 
credibility  of  banks. 

So  there  is  certainly  a  historical  argument  to  be  made  for  legisla- 
tion helping  rather  than  hurting,  if  the  legislation  itself  wasn't  pu- 
nitive or  wasn't  harmful  in  some  way.  And  you  mentioned  three 
ways  where  it  could  be.  Those  seem — I  think  that  is  constructive 
criticism.  We  have  asked  the  regulators  to  give  us  their  construc- 
tive criticism.  You  have  in  your  statements.  If  you  have  further 
comments,  we  would  welcome  it. 
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And,  certainly,  I  want  to  tell  you  that  I  certainly  don't  want  to 
and  I  don't  think — it  is  not  my  sense  from  members  of  the  sub- 
committee that  they  want  to  do  something  that  is  going  to  stifle 
this  very  creative  financial  marketplace  that  we  have  in  this 
country. 

All  right.  Thank  you  all  very  much  for  being  with  us  today.  We 
appreciate  your  help.  The  subcommittee  stands  adjourned. 

[Whereupon,  at  1:25  p.m.,  the  hearing  was  adjourned.] 
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Reported  losses  due  to  derivatives  continue  to  mount  while  regulatory  concerns,  while  varied, 
appear  to  lag  behind  efforts  to  constrain  such  losses    Given  this  circumstance,  one  can  not  help  but 
propound  the  conclusion  that  induatry  self-regulation  has  not  been  wholly  effectual,  even  amongst  the 
most  sophisticated  players.    Therefore,  Congress  and  regulators  have  an  obligation  to  take  exceedingly 
seriously  their  mandate  to  promulgate  standards  and  regulations  to  patrol  the  markets  for  which  they  are 
accountable. 

Recent  developments  include  the  infusion  of  capital  by  BankAmerica  Corp.  into  two  of  its  money- 
market  funds  to  make  up  for  losses  on  certain  derivatives  sold.   A  raah  of  money  funds  around  the 
country  are  quietly  being  bailed  out  of  derivatives  losses.   But  the  BankAmerica  funds  have  received  the 
largest  reported  cash  infusion  so  far  of  $67.9  million  dollars  overall.   If  BankAmerica  had  allowed  the 
fiinds  to  "break  the  buck,"  the  $600  billion  dollar  money  fund  industry  would  hftve  roiled  under 
unprecedented  losses  of  principal  to  shareholders. 

As  a  result  derivatives  losses  at  BankAmerica  and  other  money  market  funds,  the  ratings  agency  of 
Standard  and  Poors  joined  regulaton  in  criticizing  money  market  funds  for  engaging  in  derivatives 
activities  that  are  too  risky.    S&P  put  Bank  of  America  on  credit  watch  and  sharply  downgraded 
Wilmington  Trust  Corp.  money  fund  because  of  investments  in  derivatives.   S&P  estimated  that  as  of 
May,  up  to  $10  bilhon  of  the  assets  in  taxable  money  market  fiinda  wae  in  types  of  derivatives  too  risky 
for  the  funds. 

Other  losses  that  have  been  reported  since  the  June  23  hearing  on  derivatives  include  those  of 
Harris  Trust  and  Savings  Bank  who  suffered  $33  million  in  losses  due  to  investments  in  risky  derivatives. 
In  addition.  The  Virginia  Retirement  System  recently  revealed  that  its  recently-dismantled  derivatives 
program  cost  the  fund  about  $66  million,  and  the  Florida  state  Treasurer  announced  that  his  investments 
plunged  about  $175  million  in  1994,  due  in  part  to  faltering  derivatives 

Caref\il  examination  of  these  and  other  significant  events  reveal  that  such  losses  have  been  suffered 
by  both  sophisticated  and  less  sophisticated  players,  with  the  majority  being  incurred  by  the  more 
sophisticated  players. 

Consequently,  regulatory  efforts  have  followed  these  losses    The  SEC  has  recently  directed  money 
market  mutual  fimds  to  rid  themselves  of  several  of  the  riskiest  types  of  derivatives,  and  is  currently 
negotiating  with  six  of  the  nation's  biggest  securities  firms  in  an  effort  to  set  voluntary  standards  on 
derivatives    It  has  also  been  reported  that  the  SEC  is  considering  asking  Congress  for  legislation 
authorizing  the  SEC  to  require  fund  reports  more  frequently.   In  addition,  the  Office  of  Federal  Housing 
Enterprise  Oversight  has  recently  commenced  an  examination  targeting  the  derivatives  activities  of  both 
Fannie  Mae  and  Freddie  Mac. 

Such  actions  would  appear  to  be  appropriate.  To  the  extent  that  derivative*  legislation  introduced 
thus  far  has  provoked  both  regulatory  and  industry  action,  one  can  suggest  that  a  major  goal  of  the 
legislation  has  partly  been  reached. 
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H.R.  4503  reflects  the  philosophy  thit  the  subject  of  derivatives  is  one  of  the  most  important 
subjects  before  this  Committee  to  date,  and  that  the  best  method  for  effectuating  derivatives 

oversight  is  to  leave  the  details  up  to  the  experts  in  the  regulatory  communitj'.   This  does  not  mean, 
however,  that  legislators  do  not  have  the  responsibility  to  set  forth  a  general  framework  of  concerns  with 
the  understanding  that  the  executive  branch  and  the  Federal  Reserve  must  be  held  accountable  for 
responsible  oversight  of  the  fmancial  markets.  Virtually  all  of  the  provisions  contained  in  the  legislation 
were  suggested  by  the  regulators  and  the  itdustry. 

As  the  debate  regarding  derivatives  regulation  proceeds,  certain  myths  about  H.R.  4503  have  been 
propagated    For  example: 

1)  MYTH:  The  legislation  would  require  the  federal  agencies  to  establish  unnecessary  and  possibly 
conflicting  principles  and  standards.  FACT:  The  legislation  would  do  no  such  thing  as  it  allows  the 
regulators  to  establish  only  those  principles  and  standards  they  feel  are  necessary  and  effective.    The 
intention  of  the  legislation  is  to  coordinate  the  actions  of  the  regulators,  thereby  avnidiny  not  promoting, 
confliaing  standards; 

2)  NfYTH:  The  legislation  would  require  extensive  and  detailed  accounting  disclosures  in  call 
reports    FACT:  The  legislation  does  aal  set  forth  new  requirements  for  call  reports,  but  only  makes 
suggestions  for  such  disclosures.   The  suggestions  are  based  on  such  proposals  as  those  by  the  FASB  and 
the  FFIEC; 

3)  \fYTH:  The  bill  would  impose  a  suitability  standard  on  products  that  could  lead  to  unwarranted 
litigation  and  application  of  securities  law  precedents  to  the  derivatives  markets.   FACT:  The  OCC  has 
already  issued  a  standard  related  to  suitability  in  their  Banking  Circular  277,  and  other  suitability 
standards  exist.   The  legislation  allows  the  regulators  to  design  any  new  suitability  standard  only  as  they 
see  fit,  and  assumes  that  they  will  consider  beforehand  any  such  unwarranted  consequences, 

4)  MYTH:  The  legislation  could  create  competitive  inequities  for  the  banking  industry.   FACT: 
The  authors  of  H  R  4503  were  extraordinarily  wary  of  setting  specific  regulatory  standards  in  order  to 
allow  the  regulators  to  enjoy  the  same  flexibility  to  consider  such  factors  as  competitiveness  when  setting 
standards  as  they  do  without  the  legislation; 

5)  MYTH:  The  legislation  is  overbroad  in  its  definition  as  it  extends  beyond  swaps  and  over-the- 
counter  derivatives,  and  that  "no  one  has  evaluated  the  merits  of  the  proposed  legislation  with  respect  to 
everything  else.'   FACT:  The  900-page  study  prepared  by  minority  staff  to  prepare  for  legislation  was  not 
limited  to  OTC  derivatives,  and  my  intention  all  along  has  been  to  consider  the  derivatives  market  as  a 
whole  in  order  to  foster  cross-product,  cross-industry,  and  cross-border  standards  for  derivatives    Listing 
specific  derivatives  to  which  standards  should  apply  would  be  both  imprudent  and  impractical  in  this 
rapidly  evolving  market. 

6)  MYTH:  The  bill  asks  the  federal  bank  regulators  to  do  that  which  the  Presidential  Working 
Group  on  Financial  Markets  has  already  been  asked  to  do    FACT:  We  are  not  guaranteed  that  the 
Working  Group  will  address  each  area  we  feel  is  necessary  to  address    Furthermore,  the  Working  Group 
is  not  Structtu-ed  to  receive  direct  input  from  the  OCC  and  the  FDIC,  as  is  our  legislation    The  OCC  and 
the  FDIC  have  exhibited  invaluable  expertise  in  the  area  of  derivatives,  and  their  input  is  imperative.   In 
addition,  certain  things  such  as  the  development  of  cross- industry'  standards  can  only  be  done  if  there  is  a 
legislative  mandate  to  empower  the  prospect. 
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In  addition  to  regulatory  standards,  H.R  4503  sets  forth  other  meritorious  and  widely-supported 
super»'isory  improvements,  financial  institution  insolvency  reforms,  and  international  regulatorj' 
cooperation  provisions  not  currently  being  addressed  outside  this  legislation. 

I  continue  to  acknowledge  that  derivatives  axe  invaluable  tools  that  are  being  used  prudently  and 
effectively  in  a  majority  of  circumstances,  and  that  modest  problems  require  modest  solutions    Although 
more  draconian  legislative  solutions  have  been  offered  to  date,  I  am  committed  to  maintaining  a  modest 
and  balanced  approach  to  denvatives  regulation.   H  R.  4503  was  carefully  crafted  to  preserve  the 
flexibility  of  regulators,  while  promoting  the  integrity  of  both  the  institutions  under  our  jurisdiction  and 
the  financial  markets  in  which  they  operate.   And  in  a  complex  market  which  has  grown  so  rapidly,  only 
the  most  rigorous  commitment  of  regulators  and  Congress  to  instituting  provident  derivatives  standards 
can  deter  the  prospect  of  an  overextended,  under-regulated  market.   And  therefore,  the  case  for  at  least  a 
modicum  of  prudent  regulation  of  the  derivatives  markets  should  thus  not  lightly  be  dismissed. 
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Introduction 

Mr.  Chairman  and  members  of  the  Subcommittee,  thank  you  for  this  opportunity  to  testify  on 
H.R.  4503,  the  "Derivatives  Safety  and  Soundness  Supervision  Act  of  1994."  As  supervisor  of 
national  banks,  the  Office  of  the  Comptroller  of  the  Currency  (OCC)  believes  that  the  safety  and 
soundness  issues  associated  with  bank  use  of  derivatives  are  of  great  importance,  and  thai  H.R. 
4503  is  a  thoughtful  response  to  these  issues. 

The  OCC  does  not  believe,  however,  that  legislation  applying  to  national  banks  in  the  derivatives 
area  is  necessarv'  at  this  time.  As  my  statement  will  describe,  we  are  pursuing  the  goals  of  H.R. 
4503  through  numerous  efforts  to  increase  our  supervision  of  bank  derivatives  activities  and  to 
modify  the  accounting  and  disclosure  requirements  applying  to  those  activities. 

For  example,  the  OCC  has  recently  issued  guidance  to  the  chief  executive  officers  of  all  national 
banks  on  risk  management  of  financial  derivatives.  The  guidance  addresses  many  issues  raised 
by  H.R.  4503.  including  market  risk,  legal  risk,  and  senior  management  supervision  and  board 
of  director  oversight  to  ensure  derivatives  activities  are  conducted  in  a  safe  and  sound  manner. 
Last  September,  the  OCC  helped  to  form  an  informal  interagency  task  force  to  coordinate 
supervision  of  derivatives  among  the  banking  and  thrift  regulatory  agencies,  and  to  address, 
among  other  things,  accounting  and  disclosure  issues.  The  OCC  is  also  participating  in  the  Basle 
Committee  on  Bank  Supervision's  international  efforts  to  enhance  the  risk-based  capital  standards 
applying  to  bank  use  of  derivatives,  and  in  the  Working  Group  on  Financial  Markets,  chaired 
by  Secretary  Bentsen. 

Guidance  on  Risk  Management 

Soon  after  I  became  Comptroller,  I  recruited  Douglas  E.  Harris,  a  Senior  Attorney  and 
Managing  Director  of  J.  P.  Morgan  and  Co.  with  substantial  expertise  in  the  derivatives  activities 
of  major  Wall  Street  securities  firms  and  commercial  banking  organizations,  as  my  Senior  Policy 
Advisor.  Mr.  Harris,  who  is  now  the  Senior  Deputy  Comptroller  for  Capital  Markets,  formed 
and  leads  the  OCC's  Derivatives  Task  Force,  which  has  produced  additions  to  and  refinements 
of  OCC  policy  in  this  area. 

One  of  the  first  products  of  the  Task  Force  was  the  OCC's  Banking  Circular  277  (BC  277), 
"Risk  Management  of  Financial  Derivatives,"  which  we  issued  on  October  27,  1993.  to  the  chief 
executive  officers  of  all  national  banks.  On  May  10  of  this  year,  the  OCC  issued  23  pages  of 
further  guidance  to  banks  in  the  form  of  commonly  asked  questions  and  our  answers  to  them. 
The  questions  and  answers  provide  additional  detail  on  topics  such  as  the  duties  of  senior 
management  and  the  board  of  directors  for  oversight  of  derivatives  activities,  monitoring  the 
interconnectedness  of  risks,  and  the  responsibilities  of  dealers  toward  end-users.  We  are  also 
developing  supplemental  examiner  guidance  and  examination  procedures  to  accompany  BC  277, 
which  will  include  detailed,  comprehensive  procedures  for  examining  the  derivatives  activities 
of  national  banks.    We  plan  to  issue  this  guidance  shortly. 
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BC  277  and  the  accompanying  questions  and  answers  provide  guidance  on  many  supervisory 
items  that  H.R.  4503  would  require  the  banking  agencies  to  consider  implementing: 

Senior  Management  and  Board  Oversight— The  board  of  directors  and  senior  management 
are  responsible  for  ensuring  that  derivatives  activities  are  safe  and  sound,  consistent  with 
the  bank's  overall  business  and  risk  management  strategies,  based  on  written  policies  and 
procedures,  and  monitored  properly. 

Market  Risk  Management-l^AmraX  banks  should  have  risk  management  systems  that  are 
appropriate  to  the  extent  and  nature  of  their  participation  in  the  derivatives  markets  (e.g. . 
as  a  dealer  or  end-user)  and  also  to  the  extent  of  those  activities.  Those  systems  should 
allow  the  bank  to  respond  quickly  to  changes  in  market  factors. 

Banks'  systems  and  controls  should  properly  measure  and  monitor  interconnected  risk 
positions  (i.e.,  risk  linkages  attributed  to  intra-market  connections  among  rates  and 
prices).  Such  systems  and  controls  constitute  the  best  defense  against  sizeable  individual 
losses  or  significant  systemic  disruptions.  Open  and  timely  communications  between 
trading,  operating,  and  risk  management  units  are  also  important. 

Credit  Risk Mmagement-National  banks  should  have  credit  risk  management  policies  and 
procedures  guiding  their  derivatives  activities  that  are  similar  to  those  required  in 
traditional  lending  activities.  Those  policies  should  include  credit  limits  and  reporting. 
as  well  as  a  method  of  quantifying  and  responding  to  risk  exposure  on  an  ongoing  basis. 

A  bank's  approving  credit  officers  should  be  able  to  identify  if  a  proposed  derivatives 
transaction  is  consistent  with  a  counterparty's  policies  and  procedures  with  respect  to 
derivatives  activities,  as  they  are  known  to  the  bank.  A  customer's  ability  to  perform  its 
obligations  under  a  derivatives  transaction  depends,  in  part,  on  the  appropriateness  of  the 
transaction  to  the  customer's  financial  siniation  and  its  business  practices  and  objectives. 

Liquidity  Risk  Mmagemenl-Nanoml  banks  should  have  effective  controls  over  their 
liquidity  exposures  from  derivatives  activities.  Those  controls  should  include  established 
exposure  limits,  diversification  standards,  and  regular  and  independent  monitoring. 

Operations  and  Systems  Risk  Mmagement-Namnul  banks  involved  in  derivatives 
activities  should  dedicate  the  quality  and  quantity  of  financial,  personnel,  and  systems 
resources  appropriate  to  the  activity  and  should  ensure  that  risks  are  managed 
independently  of  the  business  unit. 

Ccpital  Adequacy-\n  addition  to  meeting  statutory  and  regulatory  standards,  a  bank's 
capital  should  support  the  risk  arising  from  its  derivatives  activities. 

Legal  /s5UC5-National  banks  should  be  certain  that  counterparties  in  derivatives 
transactions  have  all  necessary  legal  and  regulatory  authority  to  engage  in  derivatives 
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activities,  and  that  contracts  are  legally  enforceable.   They  also  should  be  aware  of  the 
legal  issues  involved  in  netting  arrangements. 

Where  appropriate,  the  circular  distinguishes  between  those  requirements  and  standards 
applicable  to  dealers  and  those  applicable  to  end-users.  (Dealers  are  banks  that  actively  provide 
liquidity  to  other  dealers  and  to  their  customers,  and  end-users  include  banks  that  use  derivatives 
to  manage  their  balance  sheet  risks.)  BC  277  sets  forth  best  practices  and  safe  and  sound 
procedures  for  managing  risk,  and  we  expect  all  national  banks— dealers  and  end-users— to  apply 
the  guidance  not  only  to  their  derivatives  activities,  but  also  to  risk  management  generally,  to 
the  extent  possible. 

Since  issuing  BC  277,  we  have  begun  to  examine  national  banks  for  their  compliance  with  its 
guidance  through  on-site  examinations  and  evaluations  of  internal  risk  management  processes  and 
internal  controls.  We  examine  the  banks  with  the  largest  volume  of  derivatives  activities  on  a 
continuous  basis;  those  banks  account  for  95  percent  of  the  notional  amount  of  derivatives 
contracts  reported  by  national  banks.  There  are  full-time,  resident  examiner  staffs  in  each  of  the 
seven  dealer  banks  and  at  the  largest  end-user  banks  the  OCC  supervises,  ranging  in  size  from 
3  to  22  examiners  at  the  dealer  banks  and  from  1  to  13  at  the  largest  end-user  banks.  We  often 
supplement  those  permanent  staff  with  additional,  specialized  examiners  during  derivatives- 
related  examinations.  Most  other  end-user  banks  are  examined  once  every  twelve  months,  and 
every  national  bank  is  examined  at  least  once  every  eighteen  months. 

As  with  other  banking  activities,  the  examiners  who  are  implementing  BC  277  receive  on-the-job 
training  in  examination  of  bank  derivatives  activities  under  the  supervision  of  senior  examiners. 
The  OCC  also  provides  formal  instruction  for  its  examiners.  In  July  1992,  the  OCC  created  the 
Capital  Markets  Training  Program  (CMTP)  to  provide  advanced  technical  training  for  examiners 
specializing  in  bank  capital  markets  activities,  including  derivatives  activities.  Currently,  81 
examiners  are  enrolled.  In  1993,  the  program  sponsored  three  seminars  to  address  advanced 
topics  related  to  the  supervision  of  bank  derivatives  activities.  CMTP  participants  are  kept 
informed  of  current  market  topics,  including  derivatives  topics,  through  their  own  newsletter. 
OCC  examiners  also  receive  training  on  bank  derivatives  activities  through  a  number  of 
specialized  courses,  many  of  which  are  conducted  by  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC),  of  which  the  OCC  is  a  member. 

Interagency  Efforts  to  Improve  Supervision  of  Bank  Derivatives  Activities 

In  addition  to  implementing  BC  277,  the  OCC  is  participating  in  several  domestic  and 
international  efforts  to  coordinate  regulation  of  derivatives  use.  Last  September,  we  coordinated 
the  formation  of  an  informal  interagency  task  force  of  bank  and  thrift  regulators.  The  task  force, 
which  includes  staff  from  the  OCC,  the  Federal  Reserve  Board  (FRB),  the  Office  of  Thrift 
Supervision  (OTS),  and  the  Federal  Deposit  Insurance  Corporation  (FDIC),  was  originated  to 
di.scuss  and  develop  coordinated  policies  and  procedures  for  the  supervision  of  bank  and  thrift 
derivatives  activities.  The  group  has  several  goals:  to  share  information  on  the  extent  of  banks' 
involvement  in  derivatives  activities;  to  enhance  disclosures  by  banks  of  their  derivatives 
activities;  to  discuss  ways  of  achieving  greater  cooperation  in  the  examination  process;  and  to 
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review  and  evaluate  procedures  for  risk  valuation,  pricing,  and  stress  testing.  The  task  force  is 
also  working  on  accounting  issues.  Later  in  my  statement,  I  will  describe  some  of  our  progress 
in  those  areas. 

The  OCC  has  also  participated  in  the  Working  Group  on  Financial  Markets,  chaired  by  Secretary 
Bentsen.  The  Working  Group  was  originally  established  in  the  wake  of  the  1987  market  crash 
to  enhance  the  integrity,  efficiency,  orderliness,  and  competitiveness  of  U.S.  financial  markets, 
and  to  maintain  investor  confidence.  The  group,  which  includes  the  chairs  of  the  Federal 
Reserve  Board,  the  Securities  and  Exchange  Commission,  and  the  Commodity  Futures  Trading 
Commission,  has  resumed  its  regular  meetings  and  has  added  derivatives,  and  interagency 
coordination  of  derivatives  supervision,  to  its  agenda. 

Capital  Adequacy 

The  OCC's  risk-based  capital  requirement  (12  CFR  3,  Appendix  A)  imposes  an  explicit  capital 
charge  for  the  current  and  potential  credit  (counterparty)  risk  exposure  in  financial  derivative 
products.  This  capital  charge  applies  to  interest  rate  and  foreign  exchange  (FX)  swaps,  forward 
rate  agreements,  and  purchased  interest  rate  and  FX  options',  as  well  as  to  commodity  and 
equity-index  swaps.  In  conjunction  with  the  risk-based  requirement,  banks  are  required  to 
maintain  a  minimum  capital  leverage  ratio.  The  leverage  ratio  provides  a  cushion  against  risks 
(e.g.,  legal  and  operational  risks)  that  are  difficult  to  quantify. 

The  OCC  supports  and  is  participating  in  the  development  of  comparable  capital  regulations 
among  banking  agencies  and  countries,  as  H.R.  4503  would  require.  Comparable  standards 
would  help  to  prevent  competitive  inequalities,  given  the  truly  global  nature  of  derivatives 
markets.  Hence,  the  OCC  has  been  working  in  conjunction  with  the  other  U.S.  banking  and 
thrift  regulators  and  foreign  banking  regulators  to  incorporate  risk  arising  from  bank  derivatives 
transactions  into  our  capital  standards.  The  scope  of  these  initiatives  includes  assessments  of 
credit  risk  and  market  risk. 

Credit  Risk: 

The  Basle  Committee  Proposal  on  Netting  would  recognize  legally  enforceable  bilateral 
netting  arrangements  when  computing  a  bank's  counterparty  credit  risk  exposure  in 
derivatives.   Currently,  only  netting  by  novation'  is  permitted.    Although  this  proposal 
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Exchange-traded  futures  contracts,  which  require  the  daily  payment  of  any  variation  in 
the  market  value  of  the  contract,  are  not  subject  to  the  capital  requirements. 

Netting  is  the  agreed  offsetting  of  positions  or  obligations  by  counterparties  or 
participants  in  a  clearing  system.  Netting  reduces  a  larger  number  of  individual  positions 
or  obligations  to  a  smaller  number  of  positions.  Novation  refers  to  the  satisfaction  and 
discharge  of  an  existing  contractual  obligation  by  the  substitution  of  new  contractual 
obligations.      Netting  by  novation  occurs,   therefore,   when  the  existing  contractual 
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would  have  the  effect  of  reducing  the  capital  charge  for  certain  derivatives  transactions, 
the  OCC  believes  that  the  proposal  will  also  reduce  the  level  of  settlement  risk  and, 
therefore,  systemic  risk  in  the  derivatives  markets. 

The  Basle  Committee  released  a  consultative  paper  on  this  proposal  in  April  1993,  and 
the  OCC,  the  FRB,  and  the  FDIC  are  working  to  implement  the  Basle  Committee 
initiatives  through  the  rulemaking  process.  The  OCC  and  the  FRB  issued  a  notice  of 
proposed  rulemaking,  published  in  the  Federal  Register  on  May  20,  to  seek  public 
comments  on  this  topic.  The  comment  period  ended  on  June  20.  The  OCC  received  1 1 
letters  commenting  on  the  proposal.  All  commenters  supported  the  proposal,  although 
some  suggested  changes  to  modify  or  clarify  certain  aspects  of  the  requirements  imposed 
by  the  rule.  We  will  consider  all  the  comments  carefully,  and  we  expect  to  issue  a  final 
rule  by  the  end  of  this  year. 


Market  Risk: 


(a)  The  FDICIA  Section  305  Proposal  would  establish  a  system  for  measuring  a 
bank's  overall  interest  rate  risk  exposure  and  provide  a  basis  for  requiring  capital 
for  exposures  that  exceed  a  threshold  level.  The  proposed  rule  would  measure 
a  bank's  interest  rate  risk  exposure  on  a  portfolio  basis.  Derivatives  exposures 
would  be  fully  incorporated  into  the  risk  measure:  to  the  extent  that  a  bank's  use 
of  derivatives  increases  its  interest  rate  risk  exposure,  it  may  be  required  to  hold 
additional  capital  against  that  exposure. 

The  U.S.  banking  agencies  issued  a  joint  Notice  of  Proposed  Rulemaking  on  this 
proposal  on  September  14,  1993.  The  comment  period  for  the  proposal  closed 
on  October  29,  1993.  Since  then,  at  my  direction,  OCC  staff  have  been 
examining  ways  to  enhance  and  improve  the  supervisory  measurement  system  we 
proposed  last  fall.  In  conducting  this  review,  our  staff  have  drawn  upon  the  many 
thoughtful  comment  letters  that  the  agencies  received,  and  on  work  done  by  staffs 
at  the  other  agencies  and  by  academic  researchers. 

As  a  result  of  this  review,  we  are  looking  at  ways  to  improve  the  accuracy  of  the 
measurement  system.  For  example,  we  are  considering  whether  we  should 
require  some  banks  to  report  additional  information  on  certain  activities  or 
portfolios.  In  considering  these  changes,  we  are  balancing  the  tradeoffs  between 
increased  complexity  and  reporting  burden,  and  increased  accuracy.  Our  goal  is 
to  adopt  a  system  that  provides  sufficient  accuracy  for  determining  a  capital 
charge,  but  with  sufficient  transparency  so  that  bank  management  can  understand 
and  calculate  its  own  capital  requirements. 


obligation  is  extinguished  by  the  subsequent  new  obligations. 
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(b)  772^  Basle  Committee  Proposal  on  Market  Risk  for  Trading  Books  would 
incorporate  a  capital  charge  for  the  market  risk  of  equity  and  debt  derivatives  that 
are  part  of  a  bank's  trading  activities.  This  charge  would  be  in  addition  to  the 
current  risk-based  capital  charge  for  counterparty  (credit)  exposures.  The  charge 
would  not  be  applied  to  derivatives  held  outside  of  trading  portfolios,  such  as 
those  used  to  hedge  balance-sheet  positions  arising  from  the  bank's  normal  lines 
of  business. 

The  Basle  Committee  issued  a  consultative  paper  on  this  proposal  in  April  1993, 
and  the  consultative  period  closed  on  December  31,  1993.  In  response  to  the 
comments  it  received,  the  Committee  is  examining  the  feasibility  of  allowing 
banks'  internal  market  risk  measurement  models  to  play  a  greater  role  in 
determining  the  capital  charge. 

Any  proposal  to  modify  the  OCC's  current  risk-based  capital  guidelines  that  might 
result  from  this  consultative  paper  would  be  issued  for  full  public  comment 
through  the  rulemaking  process  before  being  adopted.  The  OCC  would  carefully 
consider  these  comments  before  adopting  any  proposals. 

(c)  The  Basle  Committee  Proposal  on  Foreign  Exchange  Risk  would  introduce  a 
capital  charge  on  a  bank's  net  open  foreign  currency  and  precious  metals 
positions.  Any  foreign  exchange  or  precious  metal  derivative  instrument  would 
be  included  in  determining  a  bank's  net  open  position.  This  charge  would  be  in 
addition  to  any  applicable  counterparty  or  market  risk  capital  charges  that  are 
under  consideration  by  the  Basle  Committee. 

Also  in  April  1993,  the  Basle  Committee  issued  a  consultative  paper  on  this 
proposal.  The  consultative  period  closed  December  31,  1993.  As  with  the 
market  risk  proposal,  the  OCC  would  seek  public  comments  through  the 
rulemaking  process  and  carefully  consider  those  comments  before  adopting  any 
change  to  its  current  risk-based  capital  guidelines. 

Accounting  and  Disclosure 

At  present,  our  examiners  collect,  as  part  of  our  regular  supervision  of  bank  derivatives  activity, 
information  that  we  require  for  our  supervisory  needs.  In  particular,  BC  277  states  that  a 
national  bank's  risk  management  procedures  should  include  reports  to  senior  management  and 
the  board  of  directors  that  accurately  present  the  nature  and  level(s)  of  risk  the  bank  is  taking 
and  document  compliance  with  approved  policies  and  limits.  OCC  examiners  obtain  and  review 
such  information  during  the  regular  examination  process,  with  the  objective  of  focusing  on  the 
risks  to  which  banks  are  exposed.  As  previously  stated,  there  are  full-time,  resident  examiner 
staffs  at  each  of  the  seven  dealer  banks  and  at  the  largest  end-user  banks,  who  continuously 
monitor  the  bank's  risk,  including  the  risk  from  its  derivatives  activities. 
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The  inieragency  task  force  I  have  described  has  identified  several  changes  to  the  Call  Report, 
discussed  below,  that  would  improve  bank  disclosures  in  the  derivatives  area.  Many  of  those 
changes  are  comparable  to  the  Call  Report  revisions  that  H.R.  4503,  Title  I,  Section  102  would 
require  the  banking  agencies  to  consider. 

In  December  1993,  the  FFIEC  adopted  the  task  force's  proposal  to  expand  regulatory  reports 
to  include  information  on  non-performing  derivatives  contracts  and  to  enhance  disclosure  about 
derivatives  held  in  a  trading  or  dealing  capacity.  These  changes  were  effective  in  the  March  31 , 
1994,  Call  Reports. 

In  March  1994,  the  FFIEC  approved  the  task  force's  proposal  for  additional  Call  Report 
disclosures  that  would  provide  regulators  with  more  consistent  data  and  improve  public  access 
to  data  on  banks'  derivatives  activities.  Hence,  on  March  9,  the  FFIEC  published  in  the  Federal 
Registers  proposal  that  would  require  banks  to  increase  their  disclosures  of  derivatives  positions 
and  revenues.  The  comment  period  for  the  proposal  ended  on  May  9,  and  we  are  evaluating  the 
39  comments  the  FFIEC  has  received. 

Specifically,  the  proposal  would  expand  the  current  disclosures  of  notional  amounts  by  requiring 
banks  to  report  separately  their  exchange-traded  and  OTC  derivatives  transactions.  Such 
information  would  provide  additional  information  on  new  lines  of  business  and  concentrations 
in  particular  markets  or  products.  The  proposal  would  also  require  banks  with  over  SlOO  million 
in  assets  to  report  data  on  the  positive  and  negative  fair  values  of  outstanding  derivatives 
contracts.  Those  data  would  allow  analysis  of  gross  credit  risk  exposures  from  these  activities. 
In  addition,  in  anticipation  of  the  aforementioned  possible  change  in  the  netting  rules  for  risk- 
based  capital  purposes,  the  proposal  would  require  a  bank  to  report,  as  a  single  number,  its  net 
current  credit  exposure.  In  calculating  this  exposure,  the  proposal  would  recognize  legally 
enforceable  bilateral  netting  arrangements  across  all  derivatives  contracts,  which  would  provide 
a  more  accurate  estimate  of  an  individual  bank's  credit  risk. 

Also  under  the  proposal,  banks  with  over  $100  million  in  assets  would  be  required  to  report,  as 
of  March  31,  1995,  additional  income  data  related  to  off-balance-sheet  items.  Those  banks 
would  report  the  impact  of  off-balance-sheet  items  on  their  net  interest  margin  and  on  their  non- 
interest  income.  The  new  data  would  enable  bank  supervisors  and  the  public  to  better  analyze 
the  nature  of  such  activities  and  their  effects  on  a  bank's  earnings. 

Like  many  market  observers,  however,  the  OCC  believes  that  the  public  disclosures  made  by 
institutions  engaging  in  derivatives  activities  do  not  give  sufficient  information  to  counterparties 
and  investors  about  the  extent  of  those  activities  and  their  associated  risks.  The  OCC  supports 
the  accounting  profession's  efforts  to  improve  disclosures  for  all  users  of  derivatives,  and  we 
contribute  to  those  efforts  where  appropriate.  For  example,  we  comment  on  proposals  issued 
by  the  Financial  Accounting  Standards  Board  (FASB),  and  we  participate  in  the  FASB's 
Financial  Instruments  Task  Force. 

With  regard  to  public  disclosures,  we  note  that  several  major  dealer  and  active  end-user  banks 
have  made  substantial  improvements  in  the  level  and  detail  of  their  disclosure  of  derivatives 
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activities  in  their  1993  Annual  Reports,  and  we  support  the  banking  industry's  efforts  to 
voluntarily  improve  disclosures. 

The  FASB  has  also  proposed  to  increase  disclosure  requirements  for  holdings  of  derivative 
financial  instruments,  and  the  OCC  supports  the  FASB's  efforts  to  improve  public  disclosures 
in  the  derivatives  area.  The  new  disclosures  would  require  all  businesses  and  not-for-profit 
organizations  to  disclose  on  financial  statements  the  amounts,  nature,  and  terms  of  their 
derivative  instruments.  The  proposal  would  also  require  organizations  to  disclose  why  they  are 
holding  or  issuing  the  derivatives,  thereby  implementing  several  of  the  qualitative  disclosures 
described  in  Section  102  of  H.R.  4503. 

Enforceability 

Section  201(c)  of  H.R.  4503  would  allow  the  banking  agencies  to  treat  noncompliance  with  the 
provisions  of  that  subsection  as  an  "unsafe  and  unsound  practice  in  conducting  the  business  of 
the  institution  involved."  As  noted  above,  EC  277  sets  forth  procedures  for  the  safe  and  sound 
management  of  a  bank's  derivatives  activities.  Pursuant  to  12  U.S.C.  1818,  the  OCC  has  the 
authority  to  take  enforcement  action  regardmg  any  unsafe  or  unsound  banking  practice  arising 
from  a  national  bank's  noncompliance  with  EC  277.  If  an  examiner  finds  that  a  national  bank 
is  not  in  substantial  compliance  with  EC  277,  he  or  she  will  notify  OCC  management  and  inform 
the  bank's  board  and  senior  management  that  we  expect  the  bank  to  correct  the  problem.  If  the 
bank  fails  to  address  the  problem  to  our  satisfaction,  we  may  then  commence  an  enforcement 
action  requiring  the  bank  to  take  corrective  action  to  address  an  unsafe  or  unsound  practice. 

Hence,  we  have  full  enforcement  authority  to  address  noncompliance  with  the  guidelines  when 
that  noncompliance  represents  unsafe  or  unsound  conduct.  At  the  same  time,  guidelines  are 
more  flexible  than  regulations;  they  allow  us  to  respond  more  quickly  to  new  issues  and 
concerns,  and  to  adapt  to  a  quickly  evolving  industry,  while  preserving  the  ability  of  banks  to 
respond  efficiently  and  flexibly  to  new  opportunities. 

Other  Supervisory  Changes  under  OCC  Consideration 

Based  on  our  recent  examinations  of  national  banks  and  discussions  we  have  had  with  market 
participants,  it  appears  that,  for  the  most  part,  national  banks,  and  especially  the  dealer  banks, 
have  committed  considerable  technological  and  human  resources  to  managing  and  controlling  the 
risks  arising  from  their  derivatives  activities.  The  OCC  continues  to  have  some  concerns  about 
these  activities,  however. 

First,  our  examiners  have  found  that  the  extent  of  senior  management  and  board  knowledge  and 
oversight  of  bank  derivatives  activities  at  a  few  national  banks  is  not  as  broad  as  we  would  like. 
While  senior  management  and  the  board  of  directors  may  rely  on  inside  and  outside  professionals 
to  manage  their  derivatives  activities,  proper  knowledge  and  oversight  on  the  part  of  senior 
managers  and  the  board  is  a  critical  element  of  our  guidance  and  of  sound  risk  management. 
Hence,  our  examiners  have  informed  the  management  at  those  banks  that  we  expect  them  to 
correct  any  deficiencies  in  this  regard,  and  we  are  monitoring  the  actions  the  banks  are  taking 
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to  ensure  they  correct  the  problems  we  have  identified.  More  recently,  we  are  finding  that 
senior  management  and  board  members  at  many  national  banks  are  placing  greater  emphasis  on 
receiving  information  about  and  understanding  the  derivatives  risks  at  their  institutions. 

Second,  we  are  paying  particular  attention  to  bank  trading  and  use  of  certain  specialized 
derivative  instruments,  including  certain  types  of  collateralized  mortgage  obligations,  some 
structured  notes,  and  certain  highly-leveraged  over-the-counter  transactions.  The  markets  for 
such  instruments  tend  to  be  less  liquid,  and  their  values  more  volatile  when  compared  with  "plain 
vanilla"  and  market-tested  derivatives  instruments;  hence,  their  risks  may  be  less  readily 
understood.  The  OCC  is  examining  whether  further  supervisory  action  on  these  instruments  is 
appropriate. 

Third,  the  proprietary  trading  units  of  some  of  the  dealer  banks  actively  trade  cash  and  derivative 
instruments  to  establish  risk  positions  for  the  bank  that  are  independent  of  the  bank's  customer- 
related  and  risk  management  activities.  These  proprietary  trading  units  represent  only  a  small 
portion  of  a  bank's  trading  activities,  and  they  are  intended  to  make  use  of  the  powerful  research 
capabilities  and  portfolio  management  expertise  that  banks  have  in  place  to  serve  customer  needs. 
We  supervise  such  trading  operations  closely  to  ensure  that  national  banks  operating  them  are 
adequately  controlling  the  associated  risks.  Nevertheless,  the  fact  that  federally  insured 
institutions  are  engaging  in  these  activities  raises  certain  public  policy  issues;  and,  as  a  result, 
the  OCC  is  devoting  further  attention  to  this  area.  We  do  not  believe,  however,  that  requiring 
banks  to  confine  their  proprietary  trading  activities  to  separately  capitalized  subsidiaries  would 
address  these  issues;  and  in  fact,  we  have  some  concerns  that  doing  so  could  increase  the  risk 
these  activities  pose  to  the  financial  system. 

Conclusion 

The  OCC  does  not  believe  legislation  applying  to  national  banks  is  necessary  in  the  derivatives 
area  at  this  time.  As  my  statement  has  described,  the  OCC  is  addressing  a  range  of  issues 
related  to  the  regulation  of  derivatives  use  by  national  banks,  and  we  will  continue  to  strengthen 
our  supervision  of  these  activities,  as  appropriate.  We  remain  committed  to  participating  in  joint 
efforts  to  adopt  and  promote  policies  and  regulations  that  are  appropriate  for  these  evolving 
markets. 

We  believe  that  our  policies  and  strategies  for  addressing  supervisory  and  public  policy  concerns 
arising  from  national  bank  use  of  derivative  instruments  are  sound  and  appropriate.  As  the  OCC 
implements  BC  277  and  the  pending  examination  guidelines,  we  will  continue  to  evaluate  the 
effectiveness  of  current  policy  in  reaching  our  supervisory  objectives.  Should  we  find  current 
measures  to  be  inadequate,  we  will  take  further  action  to  address  any  areas  of  concern. 
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Mr.  Chairman  and  Members  of  the  Subcommittee,  I  am  pleased  to 
have  this  opportunity  to  present  the  views  of  the  Federal  Deposit 
Insurance  Corporation  (FDIC)  on  H.R.  4503,  the  Derivatives  Safety 
and  Soundness  Supervision  Act  of  1994.  My  testimony  today  will 
address  the  issues  that  derivatives  raise  for  the  deposit  insurance 
fund.   In  addition,  I  will  comment  on  the  proposed  legislation. 

As  the  insurer,  the  FDIC  recognizes  that  the  size, 
complexity  and  dramatic  growth  of  this  global  market  has  demanded 
increased  regulatory  scrutiny  and  concern,  and  I  believe  we  have 
responded  to  these  challenges  appropriately  and  promptly.   The 
FDIC  applauds  the  release  of  the  General  Accounting  Office's 
report  on  derivatives  and  is  in  general  agreement  with  many  of 
the  report's  recommendations,  many  of  which  are  incorporated  in 
H.R.  4503. 

FINANCIAL  DERIVATIVES  AND  THE  DEPOSIT  INSURANCE  SYSTEM 

A  derivatives  transaction  is  broadly  defined  as  a  contract 
whose  value  depends  on,  or  derives  from,  the  value  of  an 
underlying  asset,  reference  rate,  or  index.   Financial 
derivatives  are  principally  designed  to  transfer  price,  interest 
rate  and  other  market  risks  without  involving  the  actual  holding 
or  conveyance  of  balance  sheet  assets  or  liabilities.   The  use  of 
financial  derivatives  is  a  natural  outgrowth  of  the  normal 
business  activity  of  a  financial  intermediary.   Financial 


73 


2 

institutions  have  traditionally  accepted  and  profitably  managed 
credit,  market  and  liquidity  risks  —  three  of  the  principal 
risks  of  derivative  instruments  —  when  in  the  form  of  assets  and 
liabilities.   We  want  to  reiterate  that  unbundling  and 
repackaging  these  risks  as  derivatives  does  not  necessarily 
involve  the  creation  of  new  or  inherently  unmanageable  risks.   In 
various  forms,  insured  financial  institutions  have  been  utilizing 
the  derivatives  market  for  years. 

When  used  appropriately,  financial  derivatives  can  provide 
substantial  funding,  liquidity,  and  risk  management  benefits  to 
many  segments  of  the  domestic  and  international  economies, 
including  insured  depository  institutions.   Financial  derivatives 
allow  participants  in  the  financial  markets  to  limit  or  manage 
various  risks,  by  transferring  or  selling  these  risks  to  other 
parties  willing  to  assume  them  and  presumably  better  able  to 
manage  or  absorb  them. 

Many  derivatives  have  the  same  risk  characteristics  inherent 
in  other  more  traditional  bank  activities.   To  the  extent  that 
dealers  and  users  understand  the  complexities  of  both  individual 
instruments  and  the  distribution  of  risks  throughout  the  system, 
derivatives  can  be  a  beneficial  component  of  the  global  financial 
markets.   The  use  of  derivatives  by  well-managed,  appropriately 
capitalized  institutions  is  within  the  context  of  normal  business 
activity  of  such  entities,  and  facilitates  legitimate  financial 
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transactions  that  might  not  be  otherwise  funded.   However,  to  the 
extent  that  these  complexities  are  not  well-understood  or 
mismanaged,  derivatives  can  result  in  losses  that  may  take 
management  and  regulators  by  surprise. 

This  potential  leads  to  the  current  concern  over  the  impact 
of  derivatives  on  the  financial  system.   This  concern  is 
appropriate,  and  I  commend  the  Chairman  of  this  Subcommittee  for 
conducting  this  hearing. 

Perhaps  the  most  fundamental  purpose  of  bank  supervision  is 
to  safeguard  against  widespread  financial  disruption.   The 
increasing  use  of  derivatives  and  the  complexities  involved 
require  us  to  consider  the  potential  impact  on  systemic  risk. 
What  do  we  mean  by  systemic  risk?  We  can  think  of  it  as  the 
potential  for  problems  at  one  institution  or  a  small  set  of 
institutions  to  trigger  problems  at  other  institutions. 

The  initial  problems  could  result  from  several 
possibilities:   large  unmatched  positions,  flawed  models, 
inability  to  access  markets  to  limit  losses,  or  the  default  of  a 
large  participant.   The  initial  problems  could  spread  in  two 
ways.   The  first  is  a  mechanical  transmission  of  actual  credit 
losses  from  institution  to  institution.   The  second  and  more 
troubling  potential  problem  involves  the  reactions  of  numerous 
market  participants  in  the  face  of  considerable  uncertainty  as  to 
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the  implication  of  initial  problems.   These  reactions  could 
create  disorder  and  loss  of  liquidity  in  markets. 

The  Continental  Illinois  experience  in  1984  serves  as  a 
useful  example  of  the  potential  for  systemic  risk  and  the 
measures  taken  to  combat  it.   What  lessons  can  be  learned  from 
the  Continental  Illinois  experience?   First,  even  before  the 
widespread  use  of  derivatives,  the  financial  system  had 
considerable  potential  to  transmit  risks.   Second,  Continental  is 
a  good  example  of  the  banking  regulators  working  together  to 
avoid  or  contain  systemic  risk.   Third,  the  steps  necessary  to 
address  a  crisis  may  leave  an  undesirable  aftermath,  and  it  is 
far  better  to  take  the  necessary  precautions  to  prevent  the 
crisis  in  the  first  place. 

The  FDIC  has  a  dual  role  during  times  of  potential  systemic 
problems.   First,  we  must  protect  the  federal  deposit  insurance 
funds  against  losses.   Second,  we  coordinate  with  other  financial 
regulators  to  stem  the  contagion  and  maintain  orderly  financial 
markets  activity  and  payments  system  integrity.   With  the  passage 
of  the  Federal  Deposit  Insurance  Corporation  Improvement  Act, 
Congress  recognized  that  situations  may  arise  in  which  the  need 
to  avoid  market  disruption  might  outweigh  the  narrow  "least  cost" 
rule.   When  the  FDIC,  the  Federal  Reserve  and  the  Treasury  (in 
consultation  with  the  President)  determine  that  such  a  situation 


76 


5 
exists,  the  FDIC  has  the  authority  to  act  in  a  more  flexible 
manner . 

Another  issue  with  respect  to  deposit  insurance  and 
derivatives  is  how  the  FDIC  fulfills  its  obligation  to  protect 
the  insurance  funds  from  losses  attributable  to  the  use  of 
derivatives.   As  many  others  have  noted,  the  first  line  of 
defense  must  be  the  management  of  banks  that  use  derivatives. 
Federal  supervision  of  the  banking  system  is  designed  to  ensure 
that  management  is  capable  of  understanding  and  controlling  the 
risks  of  bank  activities,  including  derivatives.   Because  the 
vast  majority  of  the  derivatives  activity  in  the  United  States 
banking  system  is  concentrated  in  national  banks  or  state  banks 
that  belong  to  the  Federal  Reserve  System,  the  FDIC  relies 
heavily  on  the  supervisory  efforts  of  the  Comptroller  of  the 
Currency  and  the  Federal  Reserve  to  monitor  and  control  the  use 
of  derivatives  in  federally  insured  institutions. 

It  is  important  to  note  that  there  are  both  regulatory  and 
market  safeguards  that  help  to  prevent  a  derivatives  induced 
default  at  a  large  institution.   As  the  condition  of  a  financial 
institution  deteriorates,  both  market  discipline  and  regulatory 
action  serve  to  limit  risk  taking  and  participation  of  that 
institution  in  the  derivatives  markets.   As  a  financial 
institution's  credit-worthiness  decreases,  counterparties  usually 
exercise  market  discipline  by  shortening  the  average  maturity  of 
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contracts  they  are  willing  to  enter  into  with  that  institution, 
reducing  their  credit  lines,  requiring  collateral,  and  possibly 
eliminating  new  transactions  with  that  institution. 

A  number  of  those  who  have  testified  and  written  on  this 
subject  have  stressed  the  desirability  of  industry  self- 
regulation  with  respect  to  derivatives.   This  seems  particularly 
relevant  to  the  deposit  insurance  system,  for  the  insurance  funds 
represent  capital  that  banks  and  thrifts  have  put  up  to  protect 
depositors  and  taxpayers.   As  a  result,  the  industry  has  a  direct 
financial  interest  in  how  the  FDIC  manages  the  risks  posed  by 
derivatives.   I  would  call  on  the  banking  industry  to  work 
together  with  the  regulators  to  ensure  an  approach  that  protects 
the  insurance  funds  without  stifling  the  legitimate  benefits  of 
derivatives. 

DERIVATIVES  SAFETY  AND  SOUNDNESS  SUPERVISION  ACT  OF  1994 

As  introduced,  H.R.  4  503,  the  Derivatives  Safety  and 
Soundness  Supervision  Act  of  1994,  provides  legislative  guidance 
tempered  with  regulatory  flexibility.   An  important  element  of 
this  guidance  is  the  preservation  of  flexibility  for  the  federal 
financial  institutions'  regulators  in  setting  supervisory 
standards  against  which  they  can  monitor  and  supervise  financial 
derivatives  activity  and  take  appropriate  enforcement  action. 
The  FDIC  shares  the  concerns  addressed  by  this  proposal  with 
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respect  to  the  potential  risks  in  derivatives  activities.   In 
conjunction  with  the  other  financial  institution  regulatory 
agencies,  both  domestic  and  international,  we  have  already 
accomplished,  proposed  or  initiated,  many  elements  of  this 
legislation. 

Disclosure 

The  FDIC  collects  information  on  banks'  derivatives 
activities  in  the  quarterly  Call  Reports,  which  are  publicly 
available.   Banks  have  been  reporting  the  notional/contract 
amounts  of  derivative  activities  since  1990.   In  addition,  banks 
report  separate  totals  for  interest  rate  and  foreign  exchange 
derivatives  and  a  combined  total  for  forwards  and  futures  along 
with  separate  totals  for  options  and  swaps.   Banks  also  report 
total  derivatives-related  credit  exposure  aggregated  for  all 
counterparties.   Beginning  with  the  March  1994  Call  Report,  banks 
over  $1  billion  in  total  assets,  or  over  $2  billion  in 
par/notional  amount  of  off-balance  sheet  derivative  contracts, 
now  report  the  composition  of  trading  liabilities  and  certain 
categories  of  trading  account  assets.   In  addition,  delinquent 
derivative  contracts  are  reported  on  a  confidential  basis  to 
regulators.   The  Federal  Financial  Institutions  Examination 
Council  (FFIEC)  has  proposed  a  series  of  Call  Report  changes 
reflecting  most  of  the  items  listed  in  Title  I  of  the  proposed 
legislation,  and  continues  to  consider  and  request  comment  on 
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further  revisions  in  this  regard.   In  addition,  the  Financial 
Accounting  Standards  Board  will  soon  issue  formal  accounting 
guidance  on  the  matter. 

The  FDIC  agrees  that  additional  disclosures  of  methodology, 
qualitative  issues  and  quantitative  information,  are  desirable. 
Public  disclosures  for  financial  institutions  are  largely  subject 
to  the  requirements  of  Generally  Accepted  Accounting  Principles 
and  the  individual  requirements  of  other  regulatory  agencies. 
The  FDIC  supports  efforts  to  add  transparency  in  this  regard. 
The  FDIC  continues  to  work  with  the  other  financial  institution 
regulators  and  the  FASB  in  the  design  and  approval  of  additional 
reporting  and  public  disclosure. 

The  proposed  legislation  has  accurately  identified  elements 
which  would  contribute  to  a  more  comprehensive  financial  analysis 
of  institutions  engaged  in  derivatives  activity  and  enable  a  more 
effective  off -site  monitoring  system  of  an  institution's  overall 
risk  profile.   Such  efforts  can  enhance  the  efficiency  of  on-site 
examinations  and  result  in  more  effective  supervision. 

Interagency  Task  Force 

We  welcome  the  inclusion  of  the  FDIC  in  task  forces  and 
working  groups  dealing  with  derivatives  issues.   However,  we  also 
recommend  in  Section  4  02  of  H.R.  4  503,  that  the  Chairman  of  the 
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FDIC  be  included  in  negotiations  with  central  banks  and 
regulatory  authorities  of  other  countries  in  adopting  comparable 
supervisory  standards  and  regulations  for  derivatives  activities. 
This  is  in  keeping  with  our  current  role  in  the  Basle  Committee 
on  Bank  Supervision. 

Examiner  Training 

Appropriate  and  ongoing  training  of  examination  personnel  in 
the  area  of  financial  derivatives  has  been  a  focus  of  FDIC 
activity,  and  we  welcome  the  opportunity  to  contribute  to  the 
FFIEC  training  programs  as  proposed  in  this  bill.   The  FDIC  has 
already  established  extensive  relationships  with  the  various 
State  financial  institution  regulators,  and  application  to  other 
agencies  and  private  institutions  as  envisioned  by  the  bill  could 
be  expected  to  provide  comparable  benefits.   A  state  banking 
department  liaison  committee  already  exists  as  part  of  the  FFIEC. 

Supervision 

H.R.  4  503  provides  a  framework  for  appropriate  risk  controls 
and  reporting  requirements  for  financial  institution  regulators 
and  industry  participants.   The  FDIC  has  issued  guidelines  for 
risk  management  of  these  activities  at  insured  institutions. 
Included  in  the  FDIC  guidelines  are:   1)  the  appropriate  level  of 
oversight  by  directors  and  senior  management  of  the  institution; 
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2)  delineation  of  acceptable  activities  within  the  context  of  the 
business  strategy  of  the  institution;  3)  necessity  of  strong 
internal  controls  and  audit  programs;  and,  4)  requisite 
understanding  of  the  risks  of  derivatives  activity  by  the  board 
and  management  of  financial  institution  participants.   The  FDIC 
presently  has  the  authority  to  take  appropriate  corrective  or 
enforcement  action  against  institutions  which  fail  to  conduct 
derivatives  activities  in  a  safe  and  sound  manner. 

There  are  also  significant  benefits  to  encouraging  greater 
self-regulation  by  the  industry.   In  this  fast-changing  market, 
the  difficulty  of  regulating  or  supervising  by  specific  product 
or  business  activity  has  become  readily  apparent,  and  is  further 
complicated  by  the  use  of  complex,  institution-specific  pricing 
and  valuation  models.   The  goals  of  the  FDIC  as  insurer  may  be 
best  accomplished  by  our  working  with  the  industry  to  design 
information  reporting  and  risk  management  guidelines. 

Financial  Institution  Insolvency  Reforms 

Title  III  of  the  bill  contains  provisions  intended  to 
clarify  the  FDIC's  power  as  receiver  or  conservator  to  transfer 
"qualified  financial  contracts"  ("QFCs,"  which  include 
derivatives)  of  a  failed  or  failing  institution  to  an  assuming 
institution.   Such  a  transfer  would  normally  occur  as  part  of  a 
larger  "Purchase  and  Assumption  Transaction,"   which  is  the 
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preferred  mode  of  resolving  a  failed  bank,  versus  a  straight 
payoff  of  insured  deposits.   Such  transfers  would  also  be  made  in 
the  course  of  resolution  transactions  involving  interim 
institutions  such  as  bridge  banks,  which  are  frequently  used  to 
resolve  some  of  the  largest  failed  institutions  when  time  is 
needed  to  find  suitable  acquirers.   In  all  cases,  the  transfer 
power  is  valuable  both  to  facilitate  continuity  in  the 
derivatives  markets  and  to  minimize  resolutions  costs  in 
accordance  with  the  existing  "least-cost  resolution"  mandate. 

The  bill's  provisions  on  QFC  transfers  address  two  points  of 
uncertainty  under  the  current  statutory  scheme  and  are  supported 
by  the  FDIC.   First,  certain  language  in  the  Federal  Deposit 
Insurance  Act's  QFC  provisions  was  inadvertently  omitted  when  the 
Financial  Institutions  Reform,  Recovery  and  Enforcement  Act 
(FIRREA)  was  enacted  in  1989.   While  the  substance  of  those 
missing  elements  can  be  inferred  from  the  remaining  provisions, 
additional  clarity  of  language  is  desirable.   Second,  the  netting 
provisions  included  in  the  FDIC  Improvement  Act  of  1991  have 
caused  some  confusion  regarding  the  scope  of  the  FDIC's  transfer 
and  enforcement  powers.   The  additional  clarity  of  language  in 
this  regard  will  be  helpful. 

Finally,  the  language  of  Title  III  requires  certain 
technical  changes  in  order  to  accomplish  its  intent.  In 
cooperation  with  the  Federal  Reserve  Board,  the  FDIC  is 
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12 
continuing  to  work  with  your  staff  to  address  these  technical 
issues.   We  urge  the  Subcommittee  to  support  these  important 
provisions  once  correct  technical  language  has  been  developed. 

C0NCLD8I0NS 

The  use  of  financial  derivatives  is  a  natural  outgrowth  of 
the  normal  business  activity  of  a  financial  intermediary, 
allowing  institutions  to  better  manage  traditional  financial 
risks.   As  with  traditional  banking  activities,  sound  management 
practices,  good  information,  and  coordination  among  regulators 
and  the  industry  provide  the  essential  safeguards  against  both 
individual  failures  and  widespread  financial  disruption. 
Supervision  by  institution  rather  than  by  product  or  activity 
provides  the  most  substantive  protection  for  the  deposit 
insurance  funds.   While  continuing  to  rely  on  the  supervisory 
efforts  of  the  Federal  Reserve  Board  and  the  Office  of  the 
Comptroller  of  the  Currency  with  respect  to  the  largest 
participants  in  this  activity,  the  FDIC  continues  to  take  an 
active  role  not  only  in  the  supervision  of  end-users  for  which  it 
is  the  primary  regulator,  but  of  larger  industry  participants  in 
the  derivatives  markets,  both  as  end-users  and  dealers.   In 
addition,  we  are  committed  to  active  participation  in  ongoing 
efforts  with  other  banking  agencies  and  international  groups  to 
provide  appropriate  policies,  standards  and  guidance  for  this 
evolving  market,  and  we  favor  the  inclusion  of  the  FDIC  in  any 
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interagency  task  force  or  working  groups,  as  provided  in  H.R. 
4503. 

Overall,  we  regard  H.R.  4503  as  a  positive  contribution 
toward  solidifying  ongoing  supervisory  efforts  with  respect  to 
derivatives  activities  of  insured  depository  institutions.   We 
particularly  support  the  financial  institution  insolvency  reform 
efforts  contained  in  the  proposal  and  welcome  the  opportunity  to 
refine  the  proposal's  language  to  clarify  uncertainties  that  may 
exist  concerning  the  FDIC's  power  as  receiver  or  conservator  to 
transfer  "qualified  financial  contracts"  of  a  failed  or  failing 
institution. 

While  we  acknowledge  that  a  number  of  the  other  provisions 
of  H.R.  4503  can  add  to  the  framework  for  supervision  and 
management  of  the  rapidly  growing  derivatives  market,  we  believe 
that  appropriate  supervision  and  risk  control  of  financial 
institutions'  derivatives  activities  can  be  achieved  without 
additional  legislation.   We  believe  that  the  FDIC's  current 
regulatory  authority  provides  sufficient  flexibility  to  allow  for 
a  suitable  response  to  an  unsafe  and  unsound  situation,  without 
adversely  affecting  the  overall  market  for  instruments  which  have 
a  fundamental  benefit  for  the  banking  industry  as  well  as 
borrowers. 
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INTRODUCTION 

Good  morning,  Mr.  Chairman  and  members  of  the  Subcommittee. 
Thank  you  for  inviting  me  to  testify  on  behalf  of  the  Office  of 
Thrift  Supervision  (OTS)  on  H.R.  4503,  the  "Derivatives  Safety 
and  Soundness  Supervision  Act  of  1994." 

As  you  know,  the  explosive  growth  of  derivative  financial 
instruments  has  drawn  attention  to  the  implications  of 
derivatives  for  the  banking  system  and  the  financial  markets. 
The  dialogue  on  these  issues  by  public  officials,  private  market 
participants  and  the  press  has  been  intensive  and  very  healthy. 
It  has  helped  to  "demystify"  the  world  of  derivatives  and  to 
highlight  the  benefits  as  well  as  the  potential  risks  of  these 
instruments.   More  importantly,  the  dialogue  has  prompted 
regulators  to  examine  these  activities  closely  and  has  spurred 
dealers  and  end-users  to  initiate  voluntary  improvements  to  their 
risk  management  practices. 

Over  the  last  several  years,  the  OTS  has  taken  an 
aggressive,  proactive  regulatory  approach  to  the  management  and 
control  of  interest  rate  risk  in  the  thrift  institutions  that  we 
supervise.   We  believe  that  our  interest  rate  risk  program  also 
effectively  addresses  many  of  the  concerns  that  members  of  this 
Subcommittee  and  others  have  voiced  in  the  public  dialogue  about 
derivatives. 

None  of  the  savings  associations  supervised  by  OTS  acts  as  a 
derivatives  dealer.   Savings  associations  are  end-users  of 
derivatives:   they  use  these  products  as  hedges  to  manage 
interest  rate  risk.   As  past  history  of  the  thrift  industry 
demonstrates  all  too  clearly,  effective  interest  rate  risk 
management  is  crucial  to  the  safe  and  sound  operation  of  savings 
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associations.   Therefore,  we  do  not  want  to  discourage  their 
appropriate  use  as  vehicles  for  interest  rate  risk  management. 
While  I  believe  that  legislation  is  not  necessary  at  this  time, 
in  general  the  goals  of  the  proposed  legislation  are  consistent 
with  our  own  interest  rate  risk  program. 

BENEFITS  OF  DERIVATIVES 

Thrifts  are  in  the  business  of  making  residential  mortgage 
loans  and  taking  retail  deposits.   A  primary  concern  of  thrift 
managers  is  how  to  manage  the  interest  rate  risk  generated  by 
these  activities.   In  general,  financial  institutions  wishing  to 
reduce  their  exposure  to  interest  rate  risk  do  so  by  altering  the 
composition  of  their  assets  and  liabilities.   For  example,  an 
institution  that  wants  to  reduce  its  exposure  to  rising  interest 
rates  might  attempt  to  adjust  the  liability  side  of  its  balance 
sheet  by  replacing  short-term  borrowings  with  long-term 
borrowings.   Or,  it  might  adjust  the  asset  side  of  its  balance 
sheet  by  replacing  long-term  fixed  rate  assets  with  shorter-term 
or  variable  rate  assets. 

Adjusting  the  mix  of  assets  and  liabilities,  however,  can  be 
a  time-consuming,  expensive,  and  cumbersome  way  to  manage 
interest  rate  risk  exposure  and  may  not  be  practical  during  some 
phases  of  the  business  cycle.   Alternatively,  an  institution  can 
adjust  its  risk  exposure  —  with  more  precision,  greater 
efficiency,  and  often  at  a  lower  cost  —  by  entering  into 
off-balance-sheet  transactions  with  derivatives. 

Derivatives  also  can  enhance  the  ability  of  financial 
institutions  to  serve  their  customers'  needs.   For  example, 
derivatives  make  it  easier  for  lending  institutions  to  offer 
borrowers  the  types  of  loans  they  want.   The  30-year  fixed-rate 


88 


mortgage  is  a  case  in  point.   Over  the  last  several  years,  many 
borrowers  have  preferred  30-year  fixed-rate  mortgages  over 
15-year  or  adjustable-rate  mortgages.   However,  a  fixed-rate 
mortgage  carries  considerably  greater  interest  rate  risk  to 
lending  institutions  --  particularly  in  an  environment  of 
increased  interest  rate  volatility.   Derivatives  allow  lenders  to 
cope  more  efficiently  with  the  risks  of  holding  fixed-rate 
mortgages  by  enabling  them  to  transfer  some  of  the  risk  to 
others. 

The  enormous  size  of  the  derivatives  market  reflects  the 
broad  range  of  applications  for  these  products,  as  well  as  their 
acceptance  by  financial  institutions,  institutional  investors, 
and  corporate  treasurers.   It  is  a  healthy  market  --  a  global 
market  created  and  dominated  by  American  financial  institutions. 
And  it  is  a  clear  example  of  how  the  creativity  and  flexibility 
of  our  financial  system  can  create  a  new  industry  that  is  a 
vibrant  part  of  the  nation's  economy. 

RISKS  OF  DERIVATIVES:   REGULATORY  ISSUES 

As  with  technologically  advanced  products  in  other  sectors 
of  the  economy,  the  benefits  that  attend  increased  use  of 
derivatives  are  accompanied  by  challenges  for  dealers,  end-users, 
and  regulators. 

Perhaps  the  most  daunting  of  these  challenges  is  coping  with 
possible  systemic  risk  —  the  risk  that  a  mishap  in  the 
derivatives  market  could  precipitate  a  major  disruption  of  the 
financial  system.   A  frequently  mentioned  worst-case  scenario  is 
that  the  default  of  a  major  derivatives  dealer  or  counterparty 
could  cause  other  dealers  and  counterparties  to  fail,  which  in 
turn  could  set  off  a  chain  reaction  of  failures  throughout  the 
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global  financial  community.  As  you  know,  central  bankers,  other 
regulators,  and  market  participants  are  continuing  their  efforts 
to  ensure  that  such  scenarios  remain  financial  fiction. 

The  problem  of  systemic  risk  arises  principally  in 
connection  with  the  activities  of  institutions  that  act  as 
dealers  in  derivatives.   As  I  mentioned  at  the  outset, 
OTS-supervised  thrifts  are  not  derivatives  dealers.   Their  role 
as  end-users  of  these  products  presents  many  other  regulatory 
challenges,  however.   Meeting  these  challenges  is  the  focus  of 
the  OTS  interest  rate  risk  program. 

Our  primary  concern  is  that  derivatives  not  be  used  by 
thrifts  for  speculation  —  a  term  I  use  here  to  refer  to  the 
practice  of  leveraging  risk.   Put  simply,  while  derivatives  offer 
new  ways  to  reduce  risk,  they  also  offer  new  ways  to  speculate. 
Although  speculators  play  a  useful  role  by  bearing  risks  that 
others  are  unwilling  to  bear,  OTS  does  not  believe  that  savings 
associations,  whose  liabilities  are  ultimately  backed  by  the 
United  States  government,  should  be  permitted  to  take  excessive 
or  undue  risk  with  derivatives  or  any  other  financial  instrument. 
We,  therefore,  have  focused  our  supervisory  attention  on  ensuring 
that  thrift  institutions  make  appropriate  use  of  derivatives. 

Because  derivatives  are  complicated  instruments, 
sophisticated  expertise  is  necessary  for  their  appropriate  use. 
Like  any  other  financial  product,  derivatives  may  result  in  loss 
to  the  investor.   Any  financial  instrument,  from  a  U.S.  Treasury 
bond  to  the  most  exotic  derivative,  can  be  misused.   The 
potential  for  problems  is  obviously  heightened  if  thrift  managers 
lack  adequate  training  and  experience.   Even  a  well-intentioned 
institution  may  use  inappropriate  products  or  inadvertently  incur 
greater  risk  than  is  prudent  unless  it  is  staffed  by  persons  with 
the  necessary  skill. 
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Thus  it  is  critical  that  there  be  management  understanding 
and  oversight  of  derivatives  activities  that  is  commensurate  in 
scope  and  complexity  with  the  activities  undertaken  and  the  risks 
assumed.   Most  thrifts  that  use  derivatives  tend  to  use  "plain 
vanilla"  interest  rate  swaps.   Arguably,  these  are  less  complex 
than  a  30-year  fixed-rate  mortgage  which  contains  an  embedded 
option  that  permits  the  homeowner  to  prepay  the  loan  at  any  time. 
Nevertheless,  the  world  of  derivatives  is  relatively  new  and 
unfamiliar,  and  is  constantly  expanding,  with  new  products 
appearing  daily.   The  lexicon  of  derivatives  is  arcane,  the 
theoretical  foundation  that  underlies  these  products  is  complex, 
and  the  techniques  that  are  used  to  measure  and  monitor 
derivative  exposure  are  very  sophisticated. 

Finally,  without  internal  controls,  prudent  policies  and 
sufficient  procedures  in  place  at  the  institution  to  effectively 
monitor,  analyze  and  control  the  thrift's  derivatives  activities, 
losses  are  more  likely  to  occur.   Moreover,  comprehensive 
disclosure  reporting  systems  must  be  available  to  both 
institutions  and  regulators  for  collecting  data  and  analyzing 
risks. 

OBJECTIVES  OF  H.R.  4503 

In  H.R.  4503,  you,  Mr.  Chairman,  along  with  Chairman 
Gonzalez  and  Congressman  Leach,  have  recognized  the  risks  that 
are  posed  by  the  use  of  derivatives.   H.R.  4503  presents  an 
option  for  a  comprehensive  framework  to  address  these  risks. 
Among  other  things,  the  legislation  would: 

o    Direct  regulators  to  establish  principles  and 

standards  relating  to  capital,  comprehensive  risk 
management  standards,  regulatory  examinations,  risk 
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protection  and  adequate  management  supervision  and 
oversight  over  derivatives  activities  by  financial 
institutions; 

o    Make  it  an  unsafe  and  unsound  practice  as  a  matter  of 
law  for  an  institution  to  engage  in  derivatives 
activities  without  an  appropriate  management  plan  and 
internal  controls  in  place  or  without  sufficient 
oversight  by  directors; 

o    Permit  regulators  to  establish  a  comprehensive 

disclosure  reporting  system  providing  the  information 
needed  to  measure  properly  the  risks  associated  with 
the  use  of  derivatives  by  financial  institutions;  and 

o    Require  that  the  affected  agencies  undertake 

derivatives  regulation  as  a  joint  or  coordinated 
effort. 

We  fully  support  each  of  these  objectives  and  believe  that 
we  have  regulations  or  policies  in  place  that  are  designed  to 
achieve  similar  goals.   Therefore,  we  believe  legislation  is  not 
necessary  at  this  time. 

THE  OTS  INTEREST  RATE  RISK  PROGRAM 

A  primary  focus  of  OTS'  efforts  to  monitor  and  supervise 
thrifts'  use  of  derivatives  is  through  an  Interest  Rate  Risk 
(IRR)  program.   Our  goal  is  to  determine  whether  an  institution's 
interest  rate  risk  management  program  has  been  effective,  and  how 
derivatives  activity  affects  the  institution's  overall  interest 
rate  risk  exposure.   Financial  derivatives  —  swaps,  options  and 
futures  --  are  used  by  thrifts  as  interest  rate  risk  management 
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tools.  Therefore,  rather  than  evaluating  specific  derivatives 
gains  or  losses  in  a  vacuum,  our  supervisory  focus  has  been  to 
assess  the  use  of  derivatives  from  a  more  global  perspective. 

o   Adoption  of  Standards  to  Ensure  Appropriate  Use  of 
Derivatives 

On  August  31,  1993,  OTS  amended  its  risk-based  capital 
requirements  to  take  account  of  interest  rate  risk.   Under  the 
new  rule,  the  results  of  the  OTS  interest  rate  risk  model  will  be 
used  to  link  the  interest  rate  risk  exposure  of  an  institution  to 
its  regulatory  capital  requirements.   The  OTS  model  explicitly 
takes  derivatives  into  account  in  measuring  an  institution's 
interest  rate  risk  exposure.   We  believe  that  explicitly 
incorporating  interest  rate  risk  into  capital  requirements 
provides  further  incentives  for  savings  associations  to  use 
derivatives  to  manage  and  reduce  interest  rate  risk  —  not  to 
create  new  risk. 

o  Requirement  for  Adequate  Management  Expertise 

Since  1989,  OTS  has  had  a  thrift  bulletin  (TB-13)  in  place 
that  states  that  the  board  of  directors  is  responsible  for 
ensuring  the  prudent  management  of  an  institution's  interest  rate 
risk  and  the  adoption  of  safe  and  sound  management  practices.   It 
emphasizes  the  importance  of  having  directors  ensure  that  an 
institution's  policies  and  procedures  are  at  a  level  of 
sophistication  commensurate  with  the  institution's  activities  and 
portfolio.   It  also  establishes  the  need  for  periodic  review  and 
oversight  by  management  and  the  board  of  directors. 
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o  Requirement  for  Adequate  Internal  Controls 

TB-13  requires  savings  associations  to  set  interest  rate 
risk  exposure  limits  and  requires  large  institutions  (those  with 
assets  in  excess  of  $500  million  or  who  hold  high-risk  mortgage- 
derivative  products)  to  have  interest  rate  risk  models.   The 
Bulletin  also  emphasizes  the  importance  of  adopting  effective 
interest  rate  risk  policies  and  procedures.   Failure  to  adopt  and 
implement  adequate  policies  and  procedures  would  be  considered  an 
unsafe  and  unsound  practice. 

o  Comprehensive  Reporting  and  Disclosure  Requirements 

The  OTS  requires  extensive  quarterly  reports  from  thrifts 
(Schedule  CMR  of  the  Thrift  Financial  Report)  to  collect 
information  that  has  enhanced  our  ability  to  monitor  the  use  of 
derivatives  by  savings  associations.   This  reporting  schedule 
employs  a  coding  system  that  allows  institutions  to  report 
detailed  information  on  nearly  300  different  types  of  derivative 
instruments.   With  this  information,  OTS  can  estimate  the  present 
value  of  an  institution's  portfolio  of  derivatives  by  contract 
type.   (The  filing  of  Schedule  CMR  is  voluntary  for  small  savings 
associations  --  those  with  assets  of  less  than  $300  million  -- 
that  have  risk-based  capital  ratios  in  excess  of  12  percent. 
Nonetheless,  the  majority  of  these  "exempt"  thrifts  have 
voluntarily  chosen  to  file  the  quarterly  report.)    Among  those 
institutions  that  file  Schedule  CMR,  85  reported  positions  in 
interest  rate  swaps,  65  reported  positions  in  interest  rate 
options  (including  interest  rate  caps  and  floors)  and  12  reported 
positions  in  futures. 

Since  1991,  OTS  has  had  an  interest  rate  risk  model  that 
uses,  as  input,  information  that  is  collected  on  Schedule  CMR  to 
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produce  Interest  Rate  Risk  Exposure  Reports.   The  model  employs 
scenario  analysis,  also  known  as  "stress  testing,"  to  estimate 
how  changes  in  interest  rates  affect  the  financial  condition  of 
individual  thrifts.   In  measuring  interest  rate  risk,  the  model 
takes  into  account  the  effects  of  derivatives  on  an  institution's 
overall  risk  profile. 

Each  quarter  the  model  is  used  to  generate  customized 
Interest  Rate  Risk  Exposure  Reports.   The  Exposure  Reports 
include  OTS'  estimates  of  the  interest  rate  sensitivity  of  the 
institution's  assets,  liabilities,  and  off-balance-sheet 
contracts,  including  derivatives,  under  nine  different  interest 
rate  scenarios.   Among  other  things,  this  information  can  be  used 
to  assess  whether  derivative  contracts  are  being  used  to  reduce 
or  increase  an  institution's  interest  rate  risk  exposure  over  the 
range  of  interest  rate  scenarios.   These  reports  are  forwarded  to 
the  savings  associations  to  use  as  a  management  tool  and  are 
provided  to  OTS  supervisory  and  examination  personnel  to  use  in 
analyzing  the  exposure  of  individual  institutions. 

o  Coordinated  Supervision  and  Regulatory  Policies  and 
Practices 

The  OTS  fully  supports  and  has  participated  in  ongoing 
efforts  among  the  financial  institution  regulatory  agencies  to 
achieve  the  goal  of  effective  and  appropriate  derivatives 
regulation.   While  we  are  not  formally  a  member  of  the  Working 
Group  on  Financial  Markets,  v/e  have  participated  in  staff 
discussions  of  issues  that  affect  our  supervision  of  thrifts.   We 
are  a  member  of  the  Bank  Interagency  Derivatives  Task  Force,  and 
have  worked  with  other  regulators  in  that  group  to  improve 
Derivative  reporting  and  disclosure. 
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CONCLUSION 

Futures,  options,  swaps  and  other  derivatives  can  be 
efficient  and  effective  risk  management  tools.   In  fact,  most 
depository  institutions  that  have  successfully  used  them  have 
done  so  to  reduce  risk.   In  so  doing  they  have  also  reduced  the 
risk  to  the  Federal  deposit  insurance  funds.   For  this  reason,  we 
must  be  careful  to  avoid  creating  an  environment  that  discourages 
savings  associations,  or  any  financial  institution,  from  using 
valuable  and  legitimate  risk  reduction  tools  for  fear  that  their 
use  will  invite  undue  regulatory  scrutiny.   At  the  same  time, 
however,  institutions  that  do  not  understand  how  to  use  these 
products  should  not  use  them  and  thrifts  should  never  use  them  to 
speculate. 

Mr.  Chairman,  that  concludes  my  testimony.   I  would  be 
pleased  to  address  any  questions  you  may  have. 
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INTRODUCTION 

Good  morning,  Mr.  Chairman  and  members  of  the  Subcommittee.    Thank 
you  for  inviting  me  to  testify  on  behalf  of  the  Office  of  Thrift  Supervision  on 
H.R.  4503. 

The  explosive  growth  of  derivative  financial  instruments  has  drawn 
attention  to  the  implications  of  derivatives  for  the  banking  system  and  the 
financial  markets.    The  dialogue  on  these  issues  has  helped  to  "demystify"  the 
world  of  derivatives  and  to  highlight  the  benefits  as  well  as  the  potential  risks 
of  these  instruments.    More  importantly,  the  dialogue  has  prompted  regulators 
to  examine  these  activities  closely  and  has  spurred  dealers  and  end-users  to 
initiate  voluntary  improvements  to  their  risk  management  practices. 
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Over  the  last  several  years,  the  OTS  has  taken  an  aggressive,  pro-active 

regulatory  approach  to  the  management  and  control  of  interest  rate  risk  in  the 

thrift  institutions  that  we  supervise.    We  believe  that  our  interest  rate  risk 

program  also  effectively  addresses  many  of  the  concerns  that  members  of  this 

Subcommittee  and  others  have  voiced  in  the  public  dialogue  about  derivatives. 

None  of  the  savings  associations  supervised  by  OTS  act  as  derivatives 
dealers.   Savings  associations  are  end-users  of  derivatives:    they  use  these 
products  as  hedges  to  manage  interest  rate  risk.    While  I  do  not  believe  that 
legislation  is  necessary  at  this  time,  I  support  the  goals  of  the  proposed 
legislation,  which  are  consistent  with  our  own  interest  rate  risk  program. 

BENEFITS  OF  DERIVATIVES 

Thrifts  are  in  the  business  of  making  residential  mortgage  loans  and 
taking  retail  deposits.    A  primary  concern  of  thrift  managers  is  how  to  manage 
the  interest  rate  risk  generated  by  these  lending  and  borrowing  activities. 
Typically,  financial  institutions  wishing  to  control  their  exposure  to  interest  rate 
risk  do  so  by  managing  the  composition  of  their  assets  and  liabilities. 
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For  example,  an  institution  that  wants  to  reduce  its  exposure  to  rising 

interest  rates  might  replace  short-term  borrowings  with  long-term  borrowings. 

Or.  it  might  adjust  the  asset  side  of  its  balance  sheet  by  replacing  long-term 

fixed  rate  assets  with  shorter-term  or  adjustable-rate  assets. 

Adjusting  the  mix  of  assets  and  liabilities,  however,  can  be  an  expensive 
and  cumbersome  way  to  manage  interest  rate  risk  exposure  and  may  not  be 
practical  during  some  phases  of  the  business  cycle.    Alternatively,  an  institution 
can  adjust  its  risk  exposure  ~  with  more  precision,  greater  efficiency,  and  often 
at  a  lower  cost  ~  by  entering  into  off-balance-sheet  transactions  with 
derivatives. 

Derivatives  are  not  risk-free,  however.    Our  primary  concern  is  that 
derivatives  not  be  used  by  thrifts  for  speculation  ~  a  term  I  use  here  to  refer  to 
the  practice  of  leveraging  risk.    Put  simply,  while  derivatives  offer  new  ways  to 
reduce  risk,  they  also  offer  new  ways  to  speculate.    Although  speculators  play  a 
useful  role  by  taking  on  risks  that  others  are  unwilling  to  bear,  OTS  does  not 
believe  that  savings  associations,  whose  deposits  are  ultimately  backed  by  the 
United  States  government,  should  be  permitted  to  take  excessive  or  undue  risk 
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with  derivatives  or  any  other  financial  instrument.    We,  therefore,  have  focused 

our  supervisory  attention  on  ensuring  that  thrift  institutions  make  appropriate 

use  of  derivatives. 

Mr.  Chairman,  you  along  with  the  other  sponsors,  have  recognized  the 
risks  to  financial  institutions  posed  by  their  use  of  derivatives.    Among  other 
things,  your  proposed  legislation  would: 

o        Direct  regulators  to  establish  principles  and  standards  relating  to  risk 
management,  regulatory  examinations,  and  the  responsibilities  of 
managers  to  monitor  and  control  the  derivatives  activities  of  their 
financial  institutions; 

0        Make  it  an  unsafe  and  unsound  practice  for  an  institution  to  engage  in 
derivatives  activities  without  an  appropriate  management  plan  and 
internal  controls  in  place  or  without  sufficient  oversight  by  directors; 

o        Permit  regulators  to  establish  a  comprehensive  reporting  system  to 
measure  the  risks  arising  from  the  use  of  derivatives  by  financial 
institutions;  and 
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o        Require  the  agencies  to  undertake  derivatives  regulation  as  a  joint  and 

coordinated  effort. 

We  agree  with  and  fully  support  these  objectives.    We  agree  that  it  is 
critical  that  there  be  management  understanding  and  oversight  of  derivatives 
activities  commensurate  in  scope  and  complexity  with  the  activities  undertaken 
and  the  risks  assumed.    Internal  controls  and  prudent  policies  and  procedures 
must  be  in  place  at  institutions  to  effectively  monitor,  analyze  and  control 
derivatives  activities.  Comprehensive  reporting  systems  must  be  available  to 
both  institutions  and  regulators  for  collecting  data  and  analyzing  risks. 

We  believe  that  we  have  regulations  or  policies  in  place  that  are 
designed  to  achieve  very  similar  goals.    In  particular,  the  OTS  Interest  Rate 
Risk  (IRR)  program  is  the  primary  supervisory  tool  utilized  to  monitor  and 
supervise  thrifts'  use  of  derivatives.    Our  goal  is  to  determine  whether  an 
institution's  interest  rate  risk  management  program  has  been  effective,  and  how 
derivatives  activity  affects  the  institution's  overall  interest  rate  risk  exposure. 
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Last  August,  OTS  amended  its  risk-based  capital  requirements  to  take 

account  of  interest  rate  risk.    The  OTS  interest  rate  risk  model  is  used 
to  link  the  interest  rate  risk  exposure  of  an  institution  to  its  regulatory 
capital  requirements.    The  OTS  model  takes  derivatives  into  account  in 
measuring  an  institution's  interest  rate  risk  exposure.    We  believe  that 
explicitly  incorporating  interest  rate  risk  into  capital  requirements 
provides  further  incentives  for  savings  associations  to  use  derivatives  to 
manage  and  reduce  interest  rate  risk  ~  not  to  create  new  risk. 

Since  1989,  OTS  has  had  a  thrift  bulletin  (TB-13)  in  place  that  states 
that  the  board  of  directors  is  responsible  for  ensuring  the  prudent 
management  of  an  institution's  interest  rate  risk  and  the  adoption  of  safe 
and  sound  management  practices.   It  emphasizes  the  importance  of 
having  directors  ensure  that  an  institution's  policies  and  procedures  are 
at  a  level  of  sophistication  commensurate  with  the  institution's  activities 
and  portfolio.    It  also  establishes  the  need  for  periodic  review  and 
oversight  by  management  and  the  board  of  directors. 
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0       The  Bulletin  also  emphasizes  the  importance  of  adopting  effective 

interest  rate  risk  policies  and  procedures.    Failure  to  adopt  and 

implement  adequate  policies  and  procedures  is  considered  an  unsafe  and 

unsound  practice. 

o        The  OTS  requires  extensive  quarterly  reports  to  collect  information  that 
has  enhanced  our  ability  to  monitor  the  use  of  derivatives  by  savings 
associations.    This  reporting  schedule  employs  a  coding  system  that 
allows  institutions  to  report  detailed  information  on  nearly  300  different 
types  of  derivative  instruments.    With  this  information,  OTS  can 
estimate  the  present  value  of  an  institution's  portfolio  of  derivatives  by 
contract  type.  i 

Also,  since  1991,  OTS  has  had  an  interest  rate  risk  model  that  uses  the 
information  collected  to  produce  Interest  Rate  Risk  Exposure  Reports.    The 
Exposure  Reports  include  OTS'  estimates  of  the  interest  rate  sensitivity  of  the 
institution's  assets,  liabilities,  and  off-balance  sheet  contracts,  including 
derivatives,  under  nine  different  interest  rate  scenarios. 
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Among  other  things,  this  information  can  be  used  to  assess  whether 

derivative  contracts  are  being  used  to  reduce  or  increase  an  institution's  interest 

rate  risk  exposure  over  the  range  of  interest  rate  scenarios.   These  reports  are 

forwarded  to  the  savings  associations  to  use  as  a  management  tool  and  are 

provided  to  OTS  supervisory  and  examination  personnel  to  use  in  analyzing  the 

exposure  of  individual  institutions. 

p        Finally,  the  OTS  fully  supports  and  has  participated  in  ongoing  efforts 
among  the  financial  institution  regulatory  agencies  to  achieve  the  goal  of 
effective  and  appropriate  derivatives  regulation.    While  we  are  not 
formally  a  member  of  the  Working  Group  on  Financial  Markets,  we 
have  participated  in  staff  discussions  of  issues  that  affect  our  supervision 
of  thrifts.    We  are  a  member  of  the  Bank  Interagency  Derivatives  Task 
Force,  and  have  worked  with  other  regulators  in  that  group  to  improve 
derivative  reporting  and  disclosure. 
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In  conclusion,  futures,  options,  swaps  and  other  derivatives  can  be 

efficient  and  effective  risk  management  tools.    In  fact,  most  depository 
institutions  that  have  successfully  used  them  have  done  so  to  reduce  risk.    In  so 
doing,  risk  to  the  Federal  deposit  insurance  funds  has  also  been  reduced.    For 
this  reason,  we  must  be  careful  to  avoid  creating  an  environment  that 
discourages  savings  associations,  or  any  financial  institution,  from  using 
valuable  and  legitimate  risk  reduction  tools.    At  the  same  time,  however, 
institutions  that  do  not  understand  how  to  use  these  products  should  stay  away 
from  them. 

Mr.  Chairman,  that  concludes  my  testimony.    I  would  be  pleased  to 
address  any  questions  you  may  have. 
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I.  Introduction 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  John  Logan,  Executive  Vice  President, 
First  American  National  Bank  in  Nashville,  Tennessee.    First  American  National  Bank  is  one  of 
three  banks  subsidiaries  of  First  American  Corporation,  a  S7.3  billion  holding  company.   I  am 
responsible  for  the  overall  management  of  the  banks'  investment  portfolios  and  ftmds  positions. 
I  appear  here  today  on  behalf  of  the  American  Bankers  Association  ("ABA").  The  ABA  is  the 
only  national  trade  and  professional  association  serving  the  entire  banking  community,  from  small 
community  banks  to  large  bank  holding  companies.  ABA's  members  represent  approximately  90 
percent  of  the  commercial  banking  industry's  total  assets. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  be  here  today  to  discuss  derivatives  generally  and 
H.R.  4503,  the  Derivatives  Safety  and  Soundness  Supervision  Act  of  1994,  in  particular.    These 
issues  arc  very  important  to  ABA's  members  and  to  First  American  Corporation  as  well. 
Commercial  banks  use  derivative  instruments  both  as  end  users  and  as  dealers.   It  is  estimated 
that  over  500  banks  used  derivatives  in  1992,  and  that  number  is  growing.  As  end  users, 
commercial  banks,  much  like  other  corporations,  use  derivative  instruments  to  manage  their  own 
institution's  risks,  to  reduce  funding  costs  and  thereby  enable  them  to  make  more  credit  available 
in  their  local  communities  and  to  enhance  investment  returns. 

A  few  of  our  members,  along  with  broker-dealer  affiliates  and  other  commercial  firms,  also  ser\'e 
as  derivative  dealers,  capitalizing  on,  among  other  things,  their  ability  to  understand  the  financial 
needs  and  risks  of  their  many  customers.   Dealers  generally  arrange  one  side  of  the  transaction 
and  then  "warehouse"  the  transaction  to  be  matched  with  a  compatible  derivative  transaction(s) 
with  other  end  users.   Dealers  generally  do  not  charge  fees  for  arranging  these  transactions; 
rather  their  profits  arc  earned  from  spreads  between  the  bid  and  offered  prices  on  derivatives. 
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For  the  reasons  discussed  more  fiilly  below,  the  ABA  believes  that  its  members  are  adequately 
managing  the  risks  associated  with  the  use  of  derivatives;  that  the  federal  regulators  are 
appropriately  supervising  bank  activity  in  this  area;  and  that  no  need  exists  for  legislation.   That 
position  is  fiiUy  supported  by  the  Federal  Reserve  Board  ("FRB"),  the  Office  of  the  Comptroller 
of  the  Currency  ("OCC"),  the  Federal  Deposit  Insurance  Corporation  ("FDIC"),  and  the 
Securities  and  Exchange  Commission  ("SEC"),  as  well  as  numerous  industry  leaders.   The  ABA 
would  urge  the  Congress  to  follow  the  advice  of  industry  experts  and  federal  regulators  alike  and 
not  pursue  legislation  which  would  have  the  effect  of  restricting  the  ability  of  banks,  as  both  end 
users  and  dealers,  to  enter  into  these  arrangements. 

II.         Background 

Derivatives  are  contracts  the  value  of  which  depends  on,  or  derives  from,  the  value  of  an 
underlying  asset,  reference  rate  or  index.  There  are  four  major  types  of  derivatives:   forwards, 
futures,  option  and  swaps.   Moreover,  there  are  four  basic  underlying  assets  or  references  on 
which  the  value  of  these  derivative  contracts  are  based:   interest  rates,  foreign  exchange  rates, 
commodity  prices  and  equity  prices.   Many  of  these  instruments,  such  as  futures  and  some 
options,  are  traded  on  organized  exchanges.   As  such,  these  instruments  are  standardized  as  to 
maturity,  contract  size  and  delivery  terms. 

Other  derivatives,  such  as  swaps  and  foreign  exchange  contracts,  are  custom  tailored  contracts. 
Specifically,  every  element  of  that  contract,  including  its  duration,  method  of  determining 
payments,  and  underlying  amount  of  the  contract  upon  which  the  payments  are  based,  is 
negotiated  in  order  to  suit  that  specific  user's  needs.  As  a  general  matter,  the  average  maturity  of 


108 


a  derivative  transaction  is  onc-to-three  years.    It  is  not  unheard  of,  however,  for  a  derivative 
contract  to  have  a  maturity  length  of  more  than  ten  years.    Because  their  terms  are  not 
standardized  but  are,  in  fact,  unique  to  each  particular  transaction,  these  instruments  are  not 
traded  on  an  exchange,  but  in  the  over-the-counter  ("OTC")  market. 

The  two  most  common  types  of  OTC  derivatives  used  by  commercial  banks  are  interest  rate  and 
currency  swaps.  An  interest  rate  swap  is  an  agreement  between  two  parties  who  agree  to  swap  or 
exchange  future  cashflows  over  a  specified  period  of  time.   The  amounts  of  these  payments  are 
calculated  by  multiplying  a  stated  dollar  amount  or  "notional  principal  amount"  times  an  interest 
rate,  such  as  LIBOR  (London  interbank  offered  rate),  commercial  paper.  Fed  funds,  prime  or 
Treasury  bills.  At  no  time  is  the  notional  principal  amount  exchanged. 

Commercial  banks  enter  into  interest  rate  swaps  for  a  variety  of  purposes,  including  reducing 
funding  costs  and  managing  interest  rate  risk.   For  example,  a  commercial  bank  may  have  $10 
million  in  15 -year  mortgages  paying  a  fixed  rate  of  interest  of  7.00%  per  year.   The  ftinding  for 
these  mortgages  comes  from  $10  million  in  certificates  of  deposit  (CDs),  the  interest  rate  on 
which  is  reset  once  a  year.   At  the  present  time,  the  CD  rate  is  3.00%.   While  the  commercial 
bank  is  earning  a  net  return  of  4.00%  (exclusive  of  other  costs),  the  situation  is  nevertheless 
interest  rate  sensitive.   Specifically,  if  interest  rates  rise  while  the  mortgages  are  outstanding,  the 
commercial  bank  will  be  exposed  to  interest  rate  risk.    In  fact,  if  interest  rates  rise  above  7.00%, 
the  commercial  bank  will  incur  a  net  loss. 
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To  manage  its  interest  rate  risk,  the  commercial  bank  might  enter  into  an  interest  rate  swap 

whereby  it  will  pay  a  fixed  rate  of  4.00%  to  the  swap  dealer  who,  in  exchange,  will  pay  the 

commercial  bank  the  twelve  month  CD  rate,  promised  to  the  bank's  CD  customers.    By  entering 

the  swap,  the  commercial  bank  is  assured  that  it  will  always  have  the  funds  available  to  pay  the 

twelve  month  CD  rate  to  depositors,  no  matter  how  high  or  low  interest  rates  go.   The  7.00% 

earned  on  the  15-year  mortgages  will  be  used  to  pay  the  swap  dealer  the  fixed  rate  cashflow  of 

4.00%,  leaving  the  commercial  bank  with  a  net  return  of  3.00%.   While  its  true  that  its  net  return 

has  dropped  from  4.00%  to  3.00%,  the  commercial  bank  has  nevertheless  eliminated  its  interest 

rate  risk  on  this  transaction. 

In  addition  to  allowing  commercial  banks  to  manage  their  own  interest  rate  risk,  interest  rate 
swaps  also  have  a  beneficial  impact  on  the  availability  of  credit  to  businesses  and  consumers,  alike. 
Take  my  institution,  for  example.   Between  June  1993  and  June  1994,  First  American  increased 
the  amount  of  fixed-rate  loans  maturing  in  longer  than  a  year  by  approximately  S575  million. 
The  largest  portion  of  these  loans  was  home  mortgage  and  installment  loans  made  to  consumers 
in  our  local  communities.   In  order  to  manage  the  potential  risks  posed  by  these  fixed-rate  loans 
--  specifically,  the  risk  to  the  bank's  interest  rate  margin  of  fijnding  these  loans  with  our  floating 
rate  deposits    -  First  American  entered  into  several  interest  rate  swaps  agreeing  to  pay  a  fixed-rate 
while  receiving  a  rate  based  on  a  floating  rate  index.   Doing  so,  initially  cost  the  bank  about  1.5% 
of  the  spread  between  the  yield  on  the  loans  and  the  costs  of  the  deposits.   But  this  hedging 
operation  enabled  the  bank  to  protect  itself  against  any  future  increases  in  interest  rates.   The 
decision  to  enter  into  derivatives  transactions  proved  to  be  a  good  one.   First  American  has  been 
better  protected  from  the  recent  increases  in  interest  rates. 
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Without  the  use  of  interest  rate  swaps,  First  American,  liice  many  other  institutions,  would  have 
been  unable  to  extend  additional  credit,  or  to  offer  credit  in  the  manner  most  useful  to,  our 
customers.   The  use  of  derivatives  by  the  bank  ultimately  benefits  our  customers  and  provides 
economic  growth  to  our  communities. 

Interest  rate  swaps  are  not  just  important  for  larger  banks,  such  as  mine.    Communit>'  banks  also 
use  derivatives.   The  following  real  life  example  is  most  illustrative  of  this  point:   a  $175  million 
community  bank  was  recently  approached  by  a  small,  local  manufacturing  company  seeking  a  S2 
million  loan  in  order  to  renovate  its  plant.   This  particular  company  employed  1,200  people  in  a 
community  of  15,000  and  needed  to  renovate  its  plant  in  order  to  stay  competitive.   The 
company  did  not  want  a  floating  rate  loan,  because  of  the  uncertainty  of  the  payments,  but 
rather  wanted  a  ten  year  fixed-rate  loan.   Absent  an  interest  rate  swap,  the  bank  could  not  offer 
its  customer  a  10  year  fixed-rate  because  the  interest  paid  on  the  deposits  that  would  be  used  to 
fund  that  loan  would  vary  over  time.   In  order  to  satisfy  and,   importantly,  keep  that  customer, 
the  bank  entered  into  an  interest  rate  swap,  trading  off  the  loan's  fixed-rate  for  a  variable  rate  in 
return.   The  bank  was  thereby  able  to  protect  itself  against  interest  rate  risk  while  at  the  same 
time  helping  its  customer  and  its  community. 

A  recent  Federal  Reserve  staff  study  supports  this  point.  Specifically,  the  study  concluded  that 
the  use  of  interest  rate  swaps  by  commercial  banks  promotes  credit  accessibility  by  reducing  the 
interest-rate  exposure  of  banks.'  This  is  due,  in  large  part,  according  to  the  study,  to  the  fact 
that  interest  rate  exposure  of  banks'  business  lending  portfolios  is  reduced.  The  study  opined 
that  should  excessive  new  restrictions  be  placed  on  bank  derivatives  activities,  credit  availability 
for  lending  to  businesses  and  consumers  will  be  curbed. 


'   Brewer,  Minton  and  Moscr,  The  Effect  of  Bank-Held  Dcrit-arives  on  Credit  Accessibilirv.  April  1994. 
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Currency  swaps  are  not  used  by  commercial  banks  to  the  same  extent  as  interest  rate  swaps. 
They,  nevertheless,  help  commercial  banks  to  manage  risk,  that  is,  exchange  rate  risk. 
Specifically,  a  currency  swap  is  an  agreement  between  two  parties  who  agree  to  make  periodic 
payments  to  each  other  in  different  currencies  over  a  specified  period  of  time.   The  amounts  of 
these  payments  are  calculated  by  multiplying  a  stated  amount  of  each  currency  tim.es  the  interest 
rate  specified  in  the  agreement  for  payments  in  that  currency.   Ordinarily,  the  parties  also  agree 
to  exchange  the  principal  amounts  of  each  currency  at  the  beginning  of  the  swap,  and  to  return 
them  at  its  conclusion.    This  type  of  swap  can  be  particularly  valuable  to  U.S.  companies  doing 
business  abroad,  which  do  not  want  to  assume  currency  risk  as  part  of  their  business. 

III.    Management  of  Risks  Associated  with  Derivatives 

Market  risk,  credit  risk,  legal  risk,  operational  risk  and  systemic  risk  are  the  principal  risks 
associated  with  OTC  derivatives.   In  general,  these  five  risks  are  no  different  than  the  types  of 
risk  that  banks  have  always  managed  when  engaging  in  traditional  banking  activities  such  as 
lending,  treasury  and  trading  fijnctions.   Appropriate  risk  management  systems  are  necessary  to 
engage  in  traditional  banking  activities  in  a  safe  and  sound  manner.   So  too  are  risk  managements 
systems  necessary  to  support  the  proper  use  of  derivatives  activities. 

Market  Risk.   Market  risk  is  why  commercial  banks  enter  into  derivative  transactions  in  the  first 
place.   Banks,  their  regulators  and  financial  market  participants  generally  have  become  more 
aware  of  the  market  risks  posed  by  changes  in  interest  and  exchange  rates.   To  manage  those 
risks,  banks  enter  into  derivative  transactions  whereby  the  market  risks  are  passed  off  to  some 
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entity  better  able  to  cope  with  that  particular  risk.   That  entity,  the  dealer,  will,  in  turn,  manage 
its  market  risk  by  entering  into  other  derivative  transactions  that  reverse  or  mirror  the  position 
taken  with  respect  to  the  initial  derivative  transaction. 

Derivatives  deaJers  manage  market  risks  by  valuing  their  derivatives  portfolio  on  a  daily  marked  to 
market  basis.   In  addition,  risk  management  systems  place  limits  on  market  exposure  and  employ 
stress  testing  procedures  to  determine  how  the  portfolio  performs  under  various  market 
scenarios,  including  fluctuations  in  interest  rates. 

Banks,  their  regulators  and  financial  market  participants  generally  have  become  more  aware  of  the 
market  risks  posed  by  changes  in  interest  and  exchange  rates.    Both  the  Bank  for  International 
Settlements  ("BIS")  and  federal  bank  regulators  are  engaged  in  efforts  to  require  individual  banks 
to  allocate  capital  in  accordance  with  the  interest  rate  risk  assumed  by  each  individual  bank. 
Indeed,  one  could  argue  that  the  explosive  growth  in  the  use  of  derivatives  by  banks  is  directly 
related  to  the  industry's  deeper  appreciation  of  the  need  to  actively  manage  these  risks. 

Credit  Risk.    Credit  risk  is  the  risk  that  a  parry  will  not  have  the  necessarv'  resources  to  make 
contractual  payments  when  due.   This  risk  is  clearly  the  type  of  risk  that  bankers  encounter  ever\' 
day  when  determining  whether  or  not  to  extend  credit.   As  such,  banks  use  their  risk 
management  capabilities  developed  in  connection  with  their  lending  activities  to  manage  the 
credit  risks  associated  with  derivatives.  Thus,  credit  risk  is  reduced  by  conducting  most  derivative 
transactions  with  counterparties  that  have  high  credit  ratings.    It  is  not  surprising  that  over  97% 
of  the  total  $5.5  trillion  of  outstanding  notional  principal  amount  of  swaps  was  held  by 


113 


8 

companies  that  had  investment  grade  ratings.    Credit  risk  is  further  reduced  by  establishing  credit 

limits  with  individual  firms  and  by  emploving  netting  arrangements  that  allow  payments  due 
from  one  party  to  be  offset  against  payments  due  to  that  same  party. 

Credit  risk  is  not  measured  by  the  notional  principal  amount.    Rather,  credit  risk  is  measured  as 
replacement  cost,  ix.,  how  much  will  it  cost  the  bank  to  replace  the  counterparty.    Consider,  for 
example,  the  bank  with  the  15  year  fixed  rate  mongages  discussed  above.   That  particular  bank's 
credit  exposure  would  be  measured  by  the  difference  in  the  amount  it  would  pay  if  a  new 
derivative  contract  were  required,  after  failure  of  the  other  party  to  the  contract,  to  receive  a 
twelve  month  CD  rate  cashflow.    If  interest  rates  had  risen,  a  new  dealer  may  require  more  than 
the  fixed  rate  cashflow  of  4.00%.   Instead,  the  dealer  may  require  4.02%.   The  difference  in  the 
payments:   0.02  or  S2,000  (SIO  million  notional  principal  amount  x  0.02%)  represents  the  end 
user  bank's  credit  risk.    (Note  that  the  notional  principal  amount  is  very  much  greater  than  the 
actual  risk.   The  use  of  notional  amounts  when  discussing  derivatives  exposures  can  be  very 
misleading.) 

Legal  Risk.   Legal  risk  is  the  risk  of  loss  that  the  derivatives  contract  cannot  be  legally  enforced. 
For  example,  this  might  happen  if  one  of  the  parties  to  the  derivatives  transaction  is  legally 
incapable  of  entering  into  the  agreement.    Obviously,  this  type  of  legal  risk  is  an  issue  for 
derivatives  dealers,  not  end  users. 

Dealers  manage  this  risk  through  their  legal  departments.   Legal  staff  assess  the  counterparties 
authority  to  enter  into  contracts  and,  where  necessary,  obtain  legal  opinions  regarding  the 
counterparties  legal  capacity.    Issues  concerning  legal  capacity  to  enter  into  OTC  derivative 
transactions  have  largely  been  resolved  in  the  United  States. 


114 


Legal  risk  aJso  exists  with  regard  to  the  enforceability  of  certain  provisions  of  the  derivatives 
contract.   For  example,  the  enforceability  of  netting  provisions  in  the  event  that  one  party  is 
subject  to  banicruptcy  proceedings  has  been  questioned.   Again  this  issue  has  been  largely 
resolved  in  the  United  States  but  remains  an  issue  in  some  foreign  jurisdictions. 

This  type  of  risk  is  again  managed  through  the  dealer's  legal  depanment.  Legal  staff  assess  the 
enforceability  of  the  contract  provisions  before  the  dealer  enters  into  the  contract.  Risk  is  also 
further  limited  by  the  use  of  standardized  agreements. 

Operational  Risk.   Operational  risk  is  the  risk  that  losses  may  occur  as  a  result  of  inadequate 
internal  systems  and  controls,  human  error,  or  management  failure.   Although  different  firms 
manage  operational  risk  in  different  ways,  common  elements  in  operational  risk  management  will 
often  include:   oversight  by  senior  management;  establishment  of  activity  and  exposure  limits  for 
individual  traders  and  groups;  use  of  reporting  systems  to  monitor  transaction  activity;  separation 
of  derivatives  operations  and  business  units  to  ensure  effective  transaction  processing  and 
reporting;  internal  auditing  of  compliance  with  firm  policies  and  procedures;  back  office 
technology  and  systems  for  confirmations,  documentation,  payments  and  accounting;  and  a 
system  of  independent  checks  and  balances  throughout  the  transaction  process.    My  Board,  too, 
has  adopted  stringent  policies  governing  the  use  of  derivatives,  including  placing  limits  on  the 
total  use  of  derivatives  and  requiring  that  any  new  strategy  involving  derivatives  be  approved  by 
the  Board  in  advance. 
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Clearly,  systems  for  managing  operational  risk,  or  any  risk  for  that  matter,  should  be  tailored  to 
the  individual  needs  of  the  end  user  or  dealer.  The  $175  community  bank  that  engages  in  a 
handful  of  swap  transactions  a  year  should  not  be  required  to  invest  in  the  same  type  of 
sophisticated  computer  systems  that  a  derivatives  dealer  would  require  to  manage  the  complexity 
and  volume  of  the  deals  it  transacts. 

Svstemic  Risk.  Systemic  risk  is  the  risk  that  any  disruption  in  the  market  will  cause  further 
disruption  in  other  markets.   Systemic  risk  should  not  be  associated  solely  with  derivative 
transactions.   Systemic  risk  can  arise  from  many  other  sources,  including  the  failure  of  significant 
financial  market  participants  and  significant  market  breaks.   Due  to  the  rapid  growth  in  volume 
and  complexity  of  derivatives  transactions,  concerns  have  been  expressed,  however,  that 
derivatives  may  have  increased  the  possibility  of  systemic  disruptions. 

To  protect  against  systemic  risk,  all  financial  institutions  engaging  in  derivatives  transactions  are 
taking  appropriate  steps  to  limit  such  risk  by  adopting  sound  risk  management  principles, 
disclosing  to  the  market  place  each  institution's  involvement  with  derivatives  transactions,  and 
working  together  with  other  market  participants  and  regulators  to  seek  a  better  understanding  of 
derivatives  activity,  its  risks  and  measures  to  mitigate  them. 

rV.   Current  Regulation  of  Bank  Derivatives  Activities  Obviates  Any  Need  for  Legislation 

Commercial  banks  acting  either  as  end  users  or  dealers  must  engage  in  derivatives  transactions  in 
accordance  with  safe  and  sound  banking  practices.   Banks  are  extensively  regulated  and  supervised 
by  their  state  and  federal  banking  regulators  to  ensure  that  they  follow  all  applicable  regulatory 
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pronouncements.   On-site  bank  examinations  and  inspections  arc  conducted;  full  scope 
examinations  include  detailed  reviews  of  management  systems  and  assessments  of  capital 
adequacy,  asset  quality,  earnings  and  liquidity.   These  examinations  will  also  review  the  bank's 
policies  and  procedures  for  measuring  and  controlling  risk.   In  addition,  targeted  exams  may  also 
be  conducted,  focusing  on  specific  areas  or  concerns.   Areas  of  concern  or  deficiency  noted  by 
the  examining  authorities  are  required  to  be  corrected  and  are  monitored  to  ensure  appropriate 
action  is  taken.    Failure  to  comply  with  bank  regulatory  guidance  can  subject  a  bank  to  an  e\'cr 
increasing  series  of  penalties  including:   cease  and  desist  orders;  civil  money  penalties  of  up  to  SI 
million  per  day;  and,  ultimately,  loss  of  banking  charter. 

As  the  derivatives  market  has  grown  and  bank  involvement  with  that  market  has  similarly 
increased,  the  banking  regulators  have  issued  more  and  more  specialized  guidance  on  bank 
derivative  activities.   Most  recently,  the  OCC  issued  guidance  on  the  appropriate  risk 
management  practices  for  engaging  in  financial  derivatives  activities.^  The  guidance  called  for 
"the  implementation  and  use  by  individual  banks  of  sound  and  efficient  risk  management 
systems."   The  guidance  then  went  on  to  outline  all  of  the  components  or  features  necessary  for 
a  sound  and  cfRcient  risk  management  system. 

According  to  the  OCC,  these  features  should  include: 

o  Board  of  director  oversight  and  senior  management  supervision  of  the 

bank's  derivatives  activities; 


'  OCC  BC-277,  OCTober  27,  1993. 
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o  Written  policies  and  procedures  governing  the  bank's  use  of  derivatives. 

At  a  minimum,  these  policies  and  procedures  should  include:   managerial 
oversight  and  responsibilities;  scope  of  activities;  risk  limits;  risk 
measurement  and  reporting  processes;  and  operational  controls. 

o  Establishment  of  an  independent  unit  or  individual  responsible  for 

measuring  and  reporting  risk  exposures  and  monitoring  compliance  with 
policies  and  risk  exposure  limits; 

o  Systems  for  measuring  market  risk  for  both  dealers  and  end  users, 

controlling  credit  risk  and  liquidity  exposure,  managing  operations  and 
systems  risk,  as  well  as  legal  risk  ;  and 

o  Ensuring  that  sufficient  capital  to  support  the  risk  exposures  is 

maintained. 

Earlier  this  year,  the  OCC  further  expanded  upon  its  earlier  pronouncement  when  it  issued 
clarification  and  explanation  of  the  OCC's  derivatives  policy.^  The  FRB  has  issued  similar 
guidance  to  its  examiners*,  as  has  the  FDIC^ 


'   OCC  Bulletin  94-31,  May  10,  1994. 

*  SR  93-69  (FIS),  December  20,  1993;  Trading  Activities  Manual.  March  1994. 

*  FIL-34-94,  May  1994. 
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In  addition,  significant  regulatory  efforts  are  underway  to  improve  the  quality  of  disclosures  in 
financial  reporting.   The  Federal  Financial  Institutions  Examination  Council  ("FFIEC"),  the 
policy  making  body  for  coordinating  bank  regulatory  actions,  has  proposed  to  increase  the  level 
and  type  of  derivative  information  required  to  be  reported  on  the  quarterly  Call  Reports.   In 
addition,  the  Financial  Accounting  Standards  Board  ("FASB")  and  the  SEC  are  analyzing  what 
type  of  financial  information  on  derivatives  would  be  helpful  to  users  of  financial  statements. 
FASB  is  also  aggressively  pursuing  new  accounting  standards.   Finally,  BIS  is  focusing  on  many 
of  these  same  issues. 

These  regulatory  pronouncements,  while  extremely  helpftil,  have  not  been  undertaken  in  a 
vacuum.   Approximately  one  year  ago,  the  Group  of  Thirty  issued,  after  a  year  of  study,  a 
comprehensive  report  on  derivatives."  The  report  contained  a  series  of  twenty  recommendations 
to  help  dealers  and  end  users  manage  their  derivatives  activities.   The  list  was  quite 
comprehensive,  focusing  on:   valuation  and  market  risk  management;  credit  risk  measurement 
and  management;  promoting  legal  enforceability  of  contracts;  systems  for  operations  and  control; 
accounting  practices;  and  disclosures. 

Although  the  Group  of  Thirty's  recommendations  are  without  the  force  of  law,  many  of  our 
members  have,  nevertheless,  incorporated  these  recommendations  into  their  own  institution's 
policies  and  procedures.   Furthermore,  bank  examiners  are  examining  these  institutions  to 
determine  whether  the  institutions  are,  in  fact,  complying  with  their  policies  and  procedures. 
The  ABA  believes  that  the  Group  of  Thirty's  recommendations  will  eventually  become  industry 
practice  and,  to  the  extent  they  are  viewed  as  necessary  for  safety  and  soundness  purposes,  they 
are  subject  to  enforcement  by  both  the  bank  regulators  and  the  courts. 


Group  of  Thirty,  Derivatives:  Practices  and  Principles.  July  1993. 
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Other  industry  efforts  are  underway  as  well.  The  New  York  Clearing  House's  eleven  member 
banks  voluntarily  and  significantly  increased  the  qualitative  and  quantitative  derivative  disclosures 
in  their  1993  Annual  Reports.  These  banks  believe  that  the  increased  voluntary  disclosure  of 
derivative  information  is  indicative  of  the  banking  industry's  interest  in  both  disclosing  to  the 
marketplace  the  nature  of  their  derivatives  activities  and  educating  the  public  about  derivatives 
and  their  costs  and  benefits. 

These  efforts  have  not  gone  unnoticed.    Many  reports  issued  to  date  have  recognized  the 
importance  of  these  efforts.   For  example,  the  General  Accounting  Office  ("GAO" )  Report, 
issued  in  mid-May  1994,  specifically  noted  bank  regulator)'  and  industry  efforts  in  this  area.   That 
Report  confirms  the  benefits  of  derivatives  as  essential  risk  management  tools  for  corporations, 
financial  institutions  and  governments  around  the  world.   Moreover,  these  reports  provide 
important  quantitative  information  and  analyses  on  derivatives.   This  information  will  greatiy 
assist  the  derivatives  debate. 

Add  to  this  mix,  H.R.  4503,  the  Derivatives  Safety  and  Soundness  Supervision  Act  of  1994, 
which  seeks  to  legislate  appropriate  derivative  activity'  for  commercial  banks.   Specifically,  H.R 
4503  would  require,  among  other  things,  that  the  federal  banking  agencies  establish  principles 
and  standards  relating  to  capital,  accounting,  disclosure  and  examinations  for  financial  institutions 
engaged  in  derivatives  activities.   In  addition,  H.R.  4503  would  prohibit  a  financial  institution 
fi-om  engaging  in  derivatives  activities  unless  conducted  under  a  Board  approved  written 
management  plan  containing  prudential  standards. 
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The  ABA  believes  that  this  legislation  should  not  be  adopted.    It  would  seem  to  accomplish 
nothing  that  regulatory  authorities  and  others,  such  as  FASB,  are  not  already  doing;  and  it  could 
have  serious  detrimental  effects.   Numerous  authorities,  including  the  GAO,  have  noted  that  the 
commercial  banking  industry's  derivatives  activities  are  already  subject  to  extensive  federal 
regulation  and  oversight.    Moreover,  that  regulation  is  not  limited  to  banks  serving  as  derivative 
dealers  but  also  includes  banks  acting  as  end  users.   Consequently,  it  would  seem  misguided  for 
Congress  to  enact  legislation  adding  fiirthcr  regulation  to  the  most  heavily  regulated  participant 
in  the  derivatives  market  --  commercial  bankers. 

Moreover,  the  Congress  should  not  enact  derivatives  legislation,  such  as  H.R.  4503,   without 
considering  the  impact  such  legislation,  and  even  the  active  consideration  of  such  legislation,  may 
have  on  the  marketplace.    Recent  increases  in  short-term  interest  rates  by  the  Federal  Reserve 
Board,  the  dramatic  decline  in  the  dollar  versus  the  Japanese  yen  and  German  mark,  and  the 
market's  reaction  to  those  events  have  contributed  greatly  to  the  recent  volatility  in  today's 
markets.   Legislation  impacting  derivatives  and  other  financial  instruments  could  severely  impact 
those  markets,  creating  further  uncenainties  and  untold  consequences. 

In  addition  to  the  above  concerns,  we  believe  that  it  would  be  a  mistake  for  the  Congress  to  try 
to  enact  complex  legislation  in  the  very  limited  timeframe  left  in  this  Congress.    For  example, 
let's  look  at  just  one  provision  of  H.R,  4503,  a  provision  which  may  appear  straightibrward,  but 
which,  in  fact,  is  not.   Specifically,  in  the  apparent  desire  not  to  leave  out  any  "risky"  derivatives 
transactions,  H.R.  4503  would  appear  to  include  investments  other  than  OTC  financial 
derivatives,  including,  in  some  cases,  asset-backed  securities  and  repurchase  agreements.   The 
Inclusion  of  these  very  instruments  in  derivatives  legislation  could  shrink  the  market  for  these 
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instruments.    LittJe  or  no  market  for  asset-backed  instruments  will  eventually  result  in  less 
liquidity  and,  thus,  less  credit  being  made  available  to  consumers  in  today's  economy.   The 
problem  in  just  defining  "derivative"  shows  the  need  to  be  very  careful  in  legislating  in  this  area. 

As  outlined  above,  the  regulators  are  appropriately  regulating  and  supervising  bank  derivative 
activities.    Should  more  or  different  regulation  of  bank  derivatives  activities  be  deemed  necessary, 
bank  regulators  have  sufficient  authority  and  flexibility  to  ensure  that  derivatives  activity  is 
conducted  in  a  safe  and  responsible  manner.    Legislation  could  inadvertently  deny  them  that 
flexibility.   Coordination  among  the  various  regulators  continues  as  regulators  refine  their 
approaches.   In  addidon  to  current  regulatory  guidance,  voluntary  initiatives  have  been 
undertaken.   Derivatives  dealers  and  end  users  have  greatly  increased  their  internal  controls  and 
risk  management  systems.   Consequently,  legislative  remedies  are  neither  necessary  nor  desirable 
at  this  time. 

Conclusion 

In  sum,  the  ABA  believes  that  the  current  regulatory  environment  and  the  voluntary  efforts 
undertaken  to  date  by  industry  participants  are  sufficient  for  managing  current  derivative  activity. 
Should  ftirther  criteria  be  necessary,  the  bank  regulators  have  all  the  authority  they  need.   Any 
legislative  action  taken  at  this  juncture  could  discourage  ftirther  industry  efforts  and  create 
market  uncertainties.   Accordingly,  the  ABA  would  submit  that  derivatives  legislation  is  neither 
necessary  nor  appropriate. 
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Chairman  Neal,  members  of  the  Committee,  thank  you  for 
inviting  me  here  today.   My  name  is  Mark  Brickell,  and  I  am 
the  Vice  Chairman  of  the  International  Swaps  and  Derivatives 
Association,  Inc.  ("ISDA").   ISDA  is  an  international 
organization  comprising  approximately  150  of  the  world's 
largest  commercial,  merchant  and  investment  banks  and  other 
dealers  in  privately  negotiated  interest  rate  and  currency 
swaps  ana  related  transactions.   ISDA  members  also  include 
the  end  users  of  derivatives  —  corporations,  government 
entities  and  financial  institutions  --  and  firms  that 
provide  accounting,  systems  and  legal  support  for 
derivatives  activity. 

For  over  ten  years  ISDA  has  worked  to  identify,  manage 
and  reduce  risks  in  derivatives  activity.   ISDA  welcomes  the 
opportunity  to  testify  today. 

Chairman  Neal,  in  your  letter  of  invitation  you  asked 
that  we  discuss  the  Derivatives  Safety  and  Soundness 
Supervision  Act,  H.R.  4503  (the  "Bill").   ISDA  members 
believe  that  this  legislation  will  tend  to  increase  the  cost 
and  reduce  the  availability  of  critically  important  risk 
management  tools,  and  I  will  outline  ISDA's  objections  to 
the  proposed  legislation.   Before  doing  so,  however,  I 
should  briefly  outline  the  context  in  which  the  Bill  arises. 
Not  only  does  the  derivatives  industry  provide  an 
indispensable  risk  management  tool,  but  it  also  has  worked, 
and  will  continue  to  work,  with  regulators  to  keep  industry 
safeguards  current.   ISDA  agrees  that  there  are  still 
improvements  that  can  be  made  to  the  framework  for  swap 
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activity  —  but  those  improvements  are  already  talcing  shape 
through  the  cooperative  efforts  of  industry  participants  and 
regulators,  all  of  whom  agree  that  legislation  is 
unnecessary. 

1.    Derivatives  Are  an  Indispensable  Risk  Management  Tool 

Derivatives  are  an  essential  risk  management  tool  for 
financial  institutions,  corporations  and  government  entities 
around  the  world.   The  Group  of  Thirty  Global  Derivatives 
Study  Group  explained  that  " [d Jerivatives  permit  end-users 
to  identify,  isolate,  and  manage  separately  the  fundamental 
risks  and  other  characteristics  that  are  bound  together  in 
traditional  financial  instruments.   Desired  combinations  of 
cash  flow,  interest  rate,  currency,  liquidity,  and  market 
source  characteristics  can  be  achieved  largely  by  separable 
choices,  each  independent  of  the  underlying  cash  market 
instrument.   As  a  result,  management  is  able  to  think  and 
act  in  terms  of  fundamental  risks."  (Global  Derivatives 
Study  Group,  "Derivatives:  Practices  and  Principles,"  July 
1993  [the  "Group  of  Thirty  Report"],  page  34)   The  Group  of 
Thirty,  chaired  by  Mr.  Paul  A.  Volcker,  is  composed  of 
central  bankers,  bankers,  economists  and  industrialists  from 
various  countries. 

The  General  Accounting  Office  also  observed  that  "the 
rapid  growth  and  increasing  complexity  of  derivatives 
ref lect . . . the  increased  demand  from  end-users  for  better 
ways  to  manage  their  financial  risks."  (General  Accounting 
Office,  "Financial  Derivatives:   Actions  Needed  to  Protect 
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the  Financial  System,"  May  1994  [the  "GAO  Report"],  page  6) 
The  CFTC  reported  that  the  world-wide  growth  of  privately 
negotiated  derivatives  transactions  "has  fundamentally 
changed  financial  management  by  providing  increasingly  novel 
and  flexible  tools  for  the  efficient  allocation  and 
management  of  risks."  (Commodity  Futures  Trading  Commission, 
"OTC  Derivative  Markets  and  Their  Regulation, "  October  1993 
[the  "CFTC  Report"],  page  8)   The  Group  of  Thirty  Report 
explained  that  the  benefits  of  derivatives  extend  to  "a  wide 
variety  of  institutions.   For  many  that  issue  securities, 
and  for  many  that  invest,  derivatives  can  save  costs  and 
increase  returns  while  broadening  the  range  of  funding  and 
investment  alternatives.   For  them  and  others,  derivatives 
can  reduce  the  risk  of  loss.   And  for  financial 
institutions,  derivatives  can  be  a  source  of  strength 
because  they  reinforce  existing  activities  with  clients,  and 
help  to  build  diversified  credit  portfolios."  (Group  of 
Thirty  Report,  page  2)   100%  of  those  responding  to  the 
Group  of  Thirty  End-User  Survey  reported  that  derivatives 
were  important  in  controlling  risk;  40%  stated  that 
derivatives  were  "very  important,"  and  42%  described  them  as 
"imperative."  (Group  of  Thirty  Report,  Appendix  III,  page 
88) 

2.    Derivatives  Strengthen  the  Banking  Business 

Providing  swaps  and  related  derivatives  to  corporations 
and  government  entities  has  become  one  of  the  most  important 
ways  that  banks  serve  their  clients.   It  has  strengthened 
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our  relationships  and  fostered  the  growth  of  related 
activities.   According  to  a  recent  study  by  the  Federal 
Reserve  Bank  of  Chicago,  business  lending  grew  faster  at 
banks  that  use  swaps  than  at  banks  that  do  not.   The  reason 
is  that  using  swaps  to  control  banks '  exposure  to  interest 
rates  leaves  them  free  to  concentrate  on  their  major 
business  —  extending  credit. 

Helping  our  clients  helps  our  shareholders,  too.   The 
November  1992  issue  of  Standard  and  Poor's  Creditweek  noted 
that  "[pjrofits  derived  from  derivatives  activities  have 
become  very  important  to  major  U.S.  money  center  banks, 
accounting  for  a  very  substantial  portion  of  wholesale 
banking  profits."   The  same  article  noted  that  banks'  income 
from  derivatives  is  "fairly  stable  and  dependent  more  on 
volume  than  on  rate  volatility." 

Most  important,  and  least  understood,  is  that 
derivatives  activities  are  strengthening  the  banking  system 
by  improving  risk  management  techniques.   As  Susan  Phillips 
noted  earlier  this  year,  "[t]he  complexity  of  derivatives 
activities,  along  with  the  intense  scrutiny  these  activities 
have  attracted,  are  forcing  a  revolution  in  risk  management 
practices.   The  practices  and  techniques  that  must  be 
implemented  if  derivatives  activities  are  to  be  placed  on  a 
sound  footing  have  the  potential  to  enhance  significantly 
the  soundness  and  efficiency  of  more  traditional  trading  and 
lending  activities."  (Remarks  of  Ms.  Susan  M.  Phillips, 
Member,  Board  of  Governors  of  the  Federal  Reserve  System,  at 
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the  Conference  on  Financial  Markets,  Federal  Reserve  Bank  of 
Atlanta,  February  25,  1994,  page  2) 


3 .    Credit  Risk  for  Dealers  from  Privately  Negotiated 
Derivatives  is  Relatively  Small  and  Well  Managed 

The  CFTC  Report  emphasized  that  "it  is  important  to 
note  that  many  of  the  risks  discussed  in  connection  with  OTC 
derivative  products  are  not  unique  to  those  products  but  are 
common  to  other  financial  products."  (CFTC  Report,  pages  90- 
91)   And  the  GAO  Report  observed  that  "[t]he  general  types 
of  risk  associated  with  derivatives  —  credit,  market, 
legal,  and  operations  —  exist  for  many  financial 
activities.   Therefore,  risk-management  policies  and 
controls  over  such  activities  are  also  generally  applicable 
to  derivatives."  (GAO  Report,  page  44) 

Both  the  CFTC  and  GAO  Reports  recognized  that  the 
credit  risk  for  dealers  in  OTC  derivatives  is  comparatively 
small,  high  quality  and  well  managed.   A  GAO  survey  of 
fourteen  major  financial  institutions  in  the  United  States 
found  that  although  the  notional  amount  of  their  derivatives 
at  the  end  of  1992  was  $6.5  trillion,  their  gross  credit 
risk  from  these  transactions  was  $114  billion  or  only  1.8% 
of  the  notional  amount.  (GAO  Report,  page  4)   This  amount  at 
risk  was  further  reduced  to  $68  billion  or  1%  of  the 
notional  amount,  after  taking  into  account  enforceable 
netting  agreements,  collateral  and  other  credit  risk 
reduction  techniques.  (GAO  Report,  page  58)  .  'VJ 
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A  pilot  survey  by  ISDA,  the  results  of  which  were 
announced  on  June  9,  1994,  corroborates  the  GAO  Report's 
statistics.   The  ISDA  study  surveyed  fourteen  leading 
derivatives  dealers  from  various  countries.   It  found  that 
the  gross  credit  risk  from  their  outstanding  privately 
negotiated  derivatives  transactions  was  $178.4  billion,  or 
2.15%  of  the  $7.6  trillion  notional  amount,  while  the  net 
credit  risk  was  $101.3  billion,  or  1.22%  of  the  notional 
amount.   Although  the  GAO  study  surveyed  only  U.S.  firms, 
the  ISDA  study  involved  dealers  from  around  the  world. 
Thus,  the  similarity  between  the  results  of  the  two  surveys 
shows  a  consistent  global  pattern. 

The  GAO  Report  noted  that  the  credit  risk  involved  in 
derivatives  is  of  very  high  quality.   The  report  "identified 
200  firms  with  swap  portfolios  of  at  least  $1  billion  as  of 
year-end  1991.   These  firms  included  many  financial 
institutions  and  commercial  firms.   As  shown  in  table  3.1 
[of  the  GAO  Report],  97.5  percent  of  the  total  $5.5  trillion 
of  outstanding  notional  amount  of  swaps  held  by  these  firms 
was  recorded  by  firms  that  had  investment  grade  ratings. 
Only  2.5  percent  of  the  total  was  recorded  by  firms  with 
noninvestment  grade  ratings."  (GAO  Report,  page  58) 

Losses  to  date  have  been  small,  especially  compared  to 
both  the  amount  of  credit  risk  involved  and  losses  from 
traditional  bank  activities  such  as  lending.   The  GAO  survey 
of  the  14  major  U.S.  dealers  found  that  "the  1992  total 
losses  incurred  by  those  dealers  as  a  result  of  derivatives 
counterparty  default  was  $250  million,  or  about  0.2  percent 


129 


7 

of  their  combined  gross  credit  exposure."  (GAO  Report, 
page  55) 

Credit  risk  from  derivatives  is  also  well  managed.   The 
CFTC  Report  found  that  "in  the  absence  of ...  regulatory 
requirements,  individual  market  participants  construct  and 
maintain  their  own  mechanisms  to  reduce  and  manage  credit 
risk."  (CFTC  Report,  page  99)   These  mechanisms  include 
close  scrutiny  of  the  counterparty's  creditworthiness, 
"limits  on  both  the  amount  and  tenor  (maturity)  of  contracts 
that  would  be  permitted  for  each  counterparty, "  and 
collateralization  for  credit  enhancement.  (CFTC  Report, 
pages  99-100)   The  GAO  Report  found  that  the  15  major 
derivatives  dealers  that  it  interviewed  (seven  banks,  five 
affiliates  of  broker-dealers  and  three  affiliates  of 
insu'^ance  companies)  managed  credit  risk  "in  ways  that 
generally  conformed  to  recommendations  by  the  Group  of 
Thirty  and  guidance  provided  by  bank  regulators."  (GAO 
Report,  page  57)   More  generally,  the  GAO  Report  found  that 
the  major  U.S.  dealers  that  it  interviewed  conduct  their 
derivatives  activities  in  accordance  with  the  Group  of 
Thirty  recommendations.  (GAO  Report,  pages  57,  63,  66,  67) 

4 .    Dealer  Initiatives  Have  Strengthened  the  System 

Private  initiatives  by  derivatives  participants  have 
contributed  substantially  to  a  safer  and  sounder  environment 
for  derivatives.   These  include  the  development  of  widely 
used  master  netting  agreements  by  ISDA  and  others,  the 
promotion  of  netting  legislation  in  the  U.S.,  Canada, 
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Belgium,  France,  Germany  and  Switzerland,  and  the 
development  of  improved  accounting  and  disclosure  standards 
by  groups  such  as  the  FASB .   In  addition,  the  Group  of 
Thirty  Report  made  24  recommendations  for  dealers,  end-users 
and  regulators.   The  recommendations  to  dealers  and  end- 
users  cover  valuation  and  market  risk  management,  credit 
risk  measurement  and  management,  promotion  of  derivatives 
agreement  enforceability,  systems,  operation  and  controls, 
and  accounting  and  disclosure.   These  recommendations  can  be 
tailored  by  dealers  and  end-users  to  create  appropriate 
controls  for  their  derivatives  activities  as  they  develop 
over  time.   As  the  CFTC  said  of  privately  negotiated 
derivatives  transactions,  "the  disciplines  and  procedures 
imposed  by  market  participants  themselves  take  the  place  of 
otherwise  applicable  regulatory  requirements  to  a 
significant  extent."  (CFTC  Report,  page  124)   A  recent 
BankAmerica  Corp.  survey  of  200  BankAmerica  clients  found 
that  the  clients  managed  their  foreign  exchange  activities 
carefully.   90%  of  the  respondents  reported  that  they  have 
already  instituted  centralized  risk-management  operations, 
and  only  5%  reported  using  their  risk-management  areas  as 
profit  centers.   ISDA  believes  that  private  sector 
initiatives  will  continue  to  play  an  essential  role  in 
strengthening  the  framework  for  derivatives  activity. 
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5.  Industry  Participants  Are  Cooperating  With  Regulators 

The  derivatives  industry  has  helped  legislators  in  the 
United  States  to  create  three  separate  pieces  of  legislation 
to  strengthen  the  system,  and  this  legislation  has 
exhaustively  covered  the  industry's  current  needs.   While 
there  remains  work  to  be  done  to  improve  the  environment  for 
derivatives  transactions,  legislation  is  unnecessary  and 
would  be  both  inflexible  and  counterproductive.   Instead, 
industry  participants  should  be  allowed  to  continue  their 
voluntary  cooperation  with  regulators. 

What  Susan  Phillips  said  in  1992  is  still  true  today: 
"Before  introducing  any  additional  regulations,  we  need  to 
identify  clearly  the  public  policy  objectives  that  the 
regulations  are  intended  to  achieve.   We  should  also 
consider  whether  official  encouragement  of  private  sector 
initiatives  is  a  more  effective  means  of  meeting  those 
objectives."  (Susan  M.  Phillips,  Governor,  Federal  Reserve 
Board,  December  3,  1992) 

6.  There  Is  No  Justification  for  Further  Legislation 

U.S.  regulators  agree  that  they  have  the  authority  that 
they  need  to  address  issues  facing  the  derivatives  industry. 
On  thirteen  occasions,  beginning  in  October  of  1993,  federal 
financial  regulators  have  testified  at  hearings  about 
derivatives.   These  regulators  represented  the  Federal 
Reserve,  the  Federal  Deposit  Insurance  Corporation,  the 
Office  of  the  Comptroller  of  the  Currency,  the  Office  of 
Thrift  Supervision,  the  Commodities  Futures  Trading 
Commission,  the  Securities  and  Exchange  Commission,  and  the 
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Treasury.   In  every  case,  the  regulators  indicated  that  they 
possessed  and  were  using  the  authority  to  make  necessary 
improvements  in  the  framework  for  derivatives  activity.   In 
no  case  did  a  regulator  say  that  derivatives  legislation  was 
necessary,  and  some  regulators  went  so  far  as  to  say  that  it 
would  be  highly  undesirable. 

For  example,  the  Chairman  of  the  Federal  Reserve  Board, 
Alan  Greenspan,  testified  on  May  25,  1994  that  regulators  do 
not  know,  "at  this  particular  point,  whether  or  not  a 
specific  set  of  legislative  initiatives  would  have 
unintended  consequences,  as  indeed  previous  types  of 
regulation  have  had  such  consequences."   Mr.  Greenspan 
observed  on  the  same  occasion  that  "as  far  as  the  Federal 
Reserve  Board  is  concerned...,  we  believe  that  we  are  ahead 
of  the  curve  on  this  issue  as  best  one  can  get." 

Indeed,  the  Federal  Reserve  Board  has  already  stated 
that  it  "believes  that  the  current  regulatory  framework 
provides  supervisors  with  adequate  authority  to  address 
concerns  about  the  use  of  derivatives  by  banks  and  bank 
holding  companies  through  risk-based  capital  requirements 
and,  most  importantly,  through  general  supervisory  policies 
and  procedures.   This  existing  framework  permits 
institutions  to  engage  in  a  broad  range  of  derivatives 
transactions,  to  innovate,  and  to  provide  valuable  risk- 
management  services  to  their  customers  and  liquidity  to  the 
financial  markets,  while  maintaining  a  sound  banking 
system."  (The  Federal  Reserve  Board,  October  6,  1993) 
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As  the  collection  of  statements  from  regulators  that  I 
am  submitting  with  this  testimony  demonstrates,  the  other 
regulatory  agencies  are  of  the  same  opinion. 

7.    Passage  of  H.R.  4503  Would  Have  Undesirable 
Consequences 

By  urging  bank  regulators  to  establish  new  principles 
and  standards  relating  to,  among  other  things,  capital, 
accounting,  disclosure  and  suitability  for  banks  and  bank 
affiliates  engaged  in  derivatives  transactions  (whether  or 
not  they  are  federally  insured),  the  Derivatives  Safety  and 
Soundness  Supervision  Act  would  subject  such  institutions  to 
unnecessary  burdens  with  unintended  and  potentially  damaging 
effects  on  our  financial  system.   I  would  like  to  continue 
by  going  briefly  through  the  BilJ  issue  by  issue. 

Capital  Requirements.   Derivatives  transactions  are 
subject  to  risk-adjusted  capital  standards  applied  by  U.S. 
banking  supervisors  under  the  international  framework 
established  by  the  Basle  Supervisors  Committee.   These 
standards  are  now  being  refined  and  revised  in  international 
negotiations.   Additional  standards  mandated  by  legislation 
are  therefore  unnecessary,  and  could  hamper  the 
effectiveness  of  U.S.  negotiators. 

ISDA  especially  objects  to  the  specific  mention  of  "a 
leverage  ratio  when  appropriate";  as  has  long  been 
recognized  by  the  Federal  Reserve,  the  leverage  ratio  was 
designed  as  a  temporary  measure,  to  be  removed  when  risk- 
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based  capital  requirements  are  expanded  to  cover  interest 
rate  risk.   We  are  concerned  that  the  Bill  suggests  that 
this  crude  expedient  should  become  a  permanent  feature  of 
banking  supervision. 

The  Bill  also  indicates  that  "[sjtrong  capital 
requirements"  should  be  imposed  on  end-users  of  derivatives. 
Capital  is  used  by  financial  institutions  as  a  cushion  for 
financial  risks.   When  used  to  reduce  risk,  derivatives 
serve  the  same  purpose  as  capital  for  end-users.   By 
providing  protection  against  adverse  moves  in  interest  rates 
and  other  market  factors,  they  reduce  the  chance  that  a  user 
will  encounter  financial  distress.   For  this  reason,  banks 
often  require  thinly  capitalized  borrowers  to  use  swaps  and 
related  transactions  to  reduce  interest  rate  exposure  as  a 
condition  of  borrowing.   In  what  is  surely  an  unintended 
consequence,  H.R.  4503  threatens  to  deny  the  benefits  of 
derivatives  to  those  capital-constrained  financial 
institutions  that  need  them  most. 

In  addition,  the  Bill's  requirement  that  regulators 
provide  for  " [a]ppropriate  credit  risk  reserves  in 
connection  with  derivatives  activities"  seems  to  duplicate 
the  Bill's  earlier  directive  to  regulators  regarding  strong 
capital  requirements.   The  Bill  is  also  redundant  when  it 
provides  for  "protection  against  legal  risk,"  since  a 
counterparty's  failure  to  meet  his  obligations  for  legal 
reasons  has  the  same  costs  as  counterparty  credit  defaults. 
These  credit  risks  are  well  managed  already  by  swap  dealers. 
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Other  Supervisory  Actions.   Federal  banking  regulators 
already  have  the  authority  to  adopt  rules  covering  risk 
management  practices  for  derivatives.   As  examples,  the 
Office  of  the  Comptroller  of  the  Currency  (with  Banking 
Circular  277  dated  October  27,  1993  on  "Risk  Management  of 
Financial  Derivatives")  and  the  Board  of  Governors  of  the 
Federal  Reserve  System  (with  SR  93-69  dated  December  20, 
1993  on  "Examining  Risk  Management  and  Internal  Controls  for 
Trading  Activities  of  Banking  Organizations")  have  devoted 
significant  attention  recently  to  supervision  of  derivatives 
activities  of  banks. 

Further  regulations  mandating  "appropriate"  parameters 
and  models  for  evaluating  exposure,  collateralization  and 
credit  risk  reserves  would  interfere  with  the  management  of 
banks  and  their  affiliates  in  a  rapidly  evolving  and 
competitive  activity.   The  level  of  financial  risk  safely 
assumed  by  any  financial  institution  is  a  function  of  the 
capital  base,  market  knowledge  and  management  skill  of  the 
individual  firm;  the  imposition  of  uniform  standards  which 
fail  to  take  these  factors  into  account  may  have  the 
unintended  effect  of  inhibiting  further  development  of 
internal  risk-management  efforts,  thereby  increasing,  rather 
than  reducing,  risk.   The  "state-of-the-art"  in  management 
controls  will  evolve  so  that  freezing  today's  standards 
would  be  a  mistake. 

The  Bill's  recommendation  of  supervisory  action  to 
require  "further  specifics  regarding  stress  tests"  is  a  good 
example  of  how  legislation  would  inhibit  the  natural 
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evolution  of  derivatives  risk  management.   The 
characteristics  of  stress  tests  for  derivatives  activities 
are  constantly  changing  in  response  to  the  rapid  permutation 
of  derivatives  transactions.   Setting  "specifics"  for  such 
tests  would  prevent  the  industry  from  responding  as  quickly 
as  possible  to  risk  management  needs  as  they  arose. 
Similarly,  the  Bill  provides  no  indication  why 
legislation  is  necessary  to  encourage  "[t]he  prudent  use  of 
collateral  by  counterparties  to  derivatives  transactions." 
The  use  of  collateral  is  increasing  at  an  appropriate  pace 
in  the  derivatives  industry.   For  example,  ISDA's  recently 
released  Credit  Support  Annex  allows  derivatives  transaction 
participants  to  document  bilateral  security  and  other  credit 
support  arrangements  between  counterparties  for  transactions 
under  an  ISDA  Master  Agreement.   Industry  participants  have 
the  on-the-ground  know-how  to  respond  quickly  and 
appropriately  to  changing  risk  management  needs,  and  they 
are  doing  so.   Legislation  would  only  create  a  regulatory 
drag  on  industry  responses. 

Accounting  Standards.   Separate  accounting  standards 
for  derivatives  should  not  apply  to  banks  and  their 
affiliates  where  such  standards  are  not  consistent  with  GAAP 
and  are  not  applicable  to  other  derivatives  dealers  or  end- 
users.   Furthermore,  the  FASB  and  the  SEC  are  currently 
developing  improved  financial  reporting  rules  which  will 
apply  to  all  institutions  engaged  in  derivatives  activities. 
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Disclosure  Standards. 

(a)  Derivatives  dealers  have  advocated  improved 
disclosure  for  all  financial  instruments,  and  are  working 
with  regulators  and  domestic  and  international  accounting 
standard  setters  to  achieve  it.   From  the  supranational  Bank 
for  International  Settlements  to  the  U.S.  FASB  to  the  firms 
that  use  derivatives,  intense  effort  is  being  devoted  to  the 
task.   The  quality  of  disclosure  continues  to  improve,  and 
the  1993  annual  reports  of  derivatives  dealers  are  the  most 
informative  to  date. 

Accounting  and  disclosure  practices  for  derivatives  and 
other  financial  instruments  have  been  identified  for  some 
time  as  in  need  of  improvement,  and  work  has  already  begun 
in  earnest  in  response  to  this  situation.   As  stated  in 
Recommendation  24  of  the  Group  of  Thirty  Report,  action 
needs  to  be  taken  as  a  matter  of  priority  in  various 
countries,  including  the  U.S.,  to  provide  comprehensive 
guidance  on  accounting  for  and  reporting  of  transactions  in 
financial  instruments,  including  derivatives.   On  April  14, 
1994  the  FASB  published  an  exposure  draft  of  accounting 
standard  for  disclosure  of  derivatives  transactions  and  fair 
value  of  financial  instruments.   The  SEC  is  already  asking 
dozens  of  public  companies  to  provide  in  their  SEC  filings 
information  on  internal  supervision  of  their  derivatives  use 
and  on  their  risk  exposure,  including  whether  they  are  using 
"hedge"  accounting.   Progress  continues  to  be  made  on 
accounting  for  and  disclosure  of  derivatives.   The  Bill's 
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disclosure  provisions  are  thus  unnecessary  and,  as  outlined 
below,  ill-advised. 

(b)   Several  of  the  disclosures  mandated  by  H.R.  4503 
would  create  additional  reporting  burdens  without  increasing 
the  understanding  of  users  of  financial  statements. 
Requiring  disclosure  of  gross  notional  amounts  and  net 
credit  exposure  under  netting  agreements  with  respect  to 
each  class  of  derivatives  is  unnecessary  and  potentially 
misleading  because  the  former  is  not  a  meaningful  measure  of 
value,  while  the  latter  ignores  the  reduction  in  exposure 
achieved  by  netting  across  classes  of  derivatives.   In 
addition,  requiring  disclosure  of  earnings  from  each  class 
of  derivatives  cuts  against  the  grain  of  financial 
accounting  practice  by  seeking  earnings  information  about  a 
product  rather  than  earnings  information  about  a  line  of 
business . 

(c)   The  Bill's  disclosure  provisions  seek  to  legislate 
areas  over  which  regulators  already  have  authority.   For 
example,  on  March  11,  1994,  the  Office  of  the  Comptroller  of 
the  Currency  announced  (with  OCC  Bulletin  94-20  on 
"Disclosure  of  Off-Balance  Sheet  Activities")  the  Federal 
Financial  Institutions  Examination  Council's  (FFIEC's) 
proposed  changes  in  the  information  required  to  be  reported 
in  call  reports  on  derivatives  activities  of  banks.   The 
FFIEC  proposal  covers  notional  amount  data,  fair  value  data, 
net  credit  exposure  data,  and  separate  reporting  for 
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exchange-traded  and  privately  negotiated  derivatives 
transactions  —  all  provisions  that  the  Bill  seeks 
redundantly  to  address. 

(d)   The  Bill  also  defines  as  financial  institutions 
"any  affiliate  of  any  depository  institution, "  where  such 
company  is  not  regulated  by  the  SEC  or  the  CFTC.   This  would 
bring  certain  broker-dealer  affiliates  under  the  Bill's 
requirement  that  certain  financial  institutions  file  a 
quarterly  report  "with  such  institution's  appropriate 
Federal  regulatory  agency."   This  provision  would  require 
such  broker-dealer  affiliates  to  file  a  quarterly  report 
with  the  Board  of  Governors  of  the  Federal  Reserve  System, 
even  though  the  affiliates  that  are  swap  dealers  are  already 
required  to  file  reports  with  the  Securities  and  Exchange 
Commission  as  part  of  its  risk  assessment  program.   Such 
duplicative  reporting  would  produce  no  benefit  to  justify 
its  costs.   Ironically,  the  Bill  could  result  in  more 
broker-dealer  affiliates  reporting  to  the  Board  of  Governors 
than  to  the  SEC. 

Suitability  Standards.   Imposing  customer  suitability 
standards  on  banks  and  their  affiliates  would  introduce  an 
unnecessary  and  undesirable  element  into  the  banker-client 
relationship.   A  standard  that  mandates  assurance  that  a 
bank  does  not  recommend  or  engage  in  derivatives 
transactions  that  it  "has  reason  to  believe"  would  be 
inappropriate  for  a  customer  would  subject  banks  and  their 
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affiliates  to  heightened  compliance  costs  and  likely  lead  to 

frivolous  litigation.   The  imposition  of  such  a  standard 

would  also  reduce  the  beneficial  self-discipline  in  existing 

derivatives  activity.   Such  mandates  have  been  strongly 

opposed  by  Federal  Reserve  Board  Chairman  Alan  Greenspan, 

who  testified  as  follows  before  Congress  on  May  25,  1994: 

"...  [T]he  burden  of  being  informed  in  the 
marketplace,  especially  a  wholesale  marketplace,  must 
not  fall  only  on  the  dealer  .  .  .  [ D Jerivatives 
increase  economic  efficiency  by  allowing  the  transfer 
of  risk  to  those  willing  to  bear  it.   For  the  transfer 
of  risk  to  be  effective  and  the  efficiency  to  be 
realized,  end-users  must  retain  ultimate  responsibility 
for  transactions  they  choose  to  make.   In  a  wholesale 
market,  sophisticated  and  unsophisticated  end-users 
alike  must  ensure  that  they  fully  understand  the  risks 
attendant  to  any  transaction  they  enter." 

Supervisory  Improvements:  Requirements  for  Directors. 
The  Bill  would  require  that,  in  order  to  participate  as  a 
dealer  or  active  end-user,  a  financial  institution  must  have 
a  "sufficient  number"  of  directors  with  a  sufficient  level 
of  knowledge  about  derivatives.   The  Bill's  creation  of  a 
federal  law  of  governance  for  derivatives  transactions 
singles  out  derivatives  for  regulation  that  has  never 
applied  to  other  business  decisions  by  financial 
institutions  and  end-users  that  have  proven  to  be  much 
riskier  and  the  source  of  much  greater  losses.   In  addition, 
corporate  governance  with  regard  to  derivatives  is  already 
amply  regulated  by  state  corporate  law  and  by  federal 
securities  laws.   To  the  extent  that  there  have  been 
problems  with  derivatives  management,  the  difficulties  have 
stemmed  from  failures  to  use  available  risk  management 
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techniques,  and  not  from  any  deficiency  in  the  legal 
framework . 

The  directors  designated  as  derivatives  experts  on  the 
board  of  directors  of  a  dealer  or  end-user  would  also  fear 
that  this  designation  would  increase  their  exposure  to 
personal  liability.   This  would  occur  because  the 
designation  would  suggest  an  increased  duty  of  care  for 
those  directors  to  supervise  derivatives  activities  of  their 
institution.   Any  losses  from  derivatives  activities  would 
then  expose  those  directors  to  increased  risk  of  lawsuits 
claiming  violation  of  that  higher  duty  of  care.   This  risk 
would  inevitably  make  it  more  difficult  for  dealers  and 
active  end-users  to  find  qualified  individuals  to  serve  on 
their  boards. 

Insolvency  Considerations.   The  Bill's  treatment  of 
insolvency  would  conflict  with  the  Congressional  goal, 
embodied  in  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FDICIA),  of  reducing  systemic  risk  by 
promoting  the  enforceability  of  close-out  netting.   The 
relevant  FDICIA  provisions,  which  appear  at  12  U.S.C. 
S§  4401,  4403(a)  and  4405,  recognize  the  enforceability  of 
the  close-out  netting  of  payment  obligations  (in  agreements 
between  two  "financial  institutions")  "notwithstanding  any 
other  provision  of  law"  and  notwithstanding  any  "stay, 
injunction,  avoidance,  moratorium,  or  similar  proceeding  or 
order,  whether  issued  or  granted  by  a  court,  administrative 
agency,  or  otherwise."   This  was  a  wise  decision  made  by 
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Congress  in  1991  that  should  not  be  changed  in  1994.   The 
Bill,  however,  would  amend  the  Federal  Deposit  Insurance  Act 
to  curtail  counterparty  termination  rights  upon  the 
appointment  of  the  Federal  Deposit  Insurance  Corporation  as 
receiver  of  a  failed  banking  institution,  and  states  that 
"no  provision  of  law  shall  be  construed  as  limiting"  the 
operation  of  this  amendment.   At  best,  enactment  of  this 
portion  of  the  Bill  would  create  uncertainty  over  the 
enforceability  of  counterparty  termination  rights  in  the 
event  of  insolvency.   At  worst,  it  would  dramatically 
decrease  the  ability  of  close-out  netting  provisions  to 
ameliorate  systemic  risk.   This  provision  should  be  excised 
from  the  Bill;  but  if  it  remains,  it  should  be  amended  so 
that  it  will  be  explicitly  subject  to  FDICIA's  recognition 
of  the  enforceability  of  close-out  netting  for  financial 
institutions . 

International  Regulatory  Cooperation.   ISDA  continues 
to  support  regulatory  cooperation  among  U.S.  and  overseas 
regulatory  and  supervisory  institutions.   However,  it  is 
unclear  why  legislation  is  reguired  to  further  this 
cooperation,  since  cooperative  efforts  are  advancing  both 
within  and  outside  the  U.S.   In  this  country,  the  Working 
Group  on  Financial  Markets  has  been  considering  issues 
raised  by  derivatives  from  the  point  of  view  of  various  U.S. 
regulators.   The  principals  of  the  Working  Group  are  the 
Treasury,  the  CFTC,  the  Federal  Reserve  Board  and  the  SEC. 
The  staffs  of  these  agencies  meet  regularly  together  to 
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discuss  issues  related  to  derivatives  with  the  staffs  of 
other  interested  agencies,  including  the  Federal  Deposit 
Insurance  Corporation,  the  Federal  Reserve  Bank  of  New  York, 
the  Office  of  the  Comptroller  of  the  Currency,  the  Office  of 
Thrift  Supervision,  the  Council  of  Economic  Advisers,  the 
National  Economic  Council  and  the  Office  of  Management  and 
Budget . 

Internationally,  the  Bank  for  International  Settlements 
("BIS")  serves  as  an  effective  forum  for  cooperation  among 
national  bank  regulators.   Since  1987,  the  BIS  has  been 
designing  and  implementing  on  an  international  basis  capital 
standards  for  banks,  and  those  standards  include 
requirements  for  privately  negotiated  derivatives.   And,  on 
March  15,  1994,  the  CFTC,  the  SEC  and  the  Securities  and 
Investments  Board  of  the  United  Kingdom  issued  a  joint 
statement  in  which  they  set  forth  a  plan  for  coordinating 
their  respective  regulatory  approaches  in  this  area.   ISDA 
believes  that  U.S.  financial  supervisors  will  have  greater 
flexibility  to  pursue  appropriate  policies  in  these 
negotiations  without  legislative  intervention. 

Separate  Consideration  for  Derivatives.   The  Bill 
inexplicably  singles  out  derivatives  transactions  for 
special  study  and  regulation,  in  spite  of  the  fact  that,  as 
I  have  already  indicated,  derivatives  activities  are 
relatively  high  quality  and  well  managed. 
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Further  Studies  on  Derivatives.   After  hearing,  a  few 
minutes  ago,  the  long  list  of  guotations  from  federal  agency 
and  other  reports,  many  of  you  might  share  my  view  that 
derivatives  may  well  have  become  the  world's  most  studied 
financial  activity.   Issues  relating  to  derivatives 
regulation,  supervision  and  risk  management  have  already 
been  the  subject  of  extensive  study  by  groups  such  as  the 
CFTC,  the  GAO,  the  Group  of  Thirty  and  the  Minority  Staff  of 
the  House  Banking  Committee.   Nevertheless,  ISDA  supports 
further  research  on  derivatives  activity.   The  Bill's 
specifics  with  regard  to  further  study  are,  however, 
problematic.   The  Bill's  requirement  that  the  General 
Accounting  Office  conduct  a  study  of  "speculation"  would  be 
difficult  and  unprofitable  to  implement,  because  it  is  not 
always  possible  to  differentiate  between  "speculative"  and 
other  financial  transactions  —  of  any  kind.   As  Alan 
Greenspan  recently  observed,  "virtually  every  activity  of  a 
commercial  bank,  whether  it  is  making  loans  on  inventories 
or  commercial  real  estate  or  engaged  in  interest-rate  swaps 
or  involved  in  any  type  of  activity,  is  essentially  involved 
in  the  control  and  maintenance  of  risk  for  profit-making 
purposes."  (Mr.  Alan  Greenspan,  Chairman,  Federal  Reserve 
Board,  oral  testimony.  Hearing  of  the  Telecommunications  and 
Finance  Subcommittee  of  the  House  Energy  and  Commerce 
Committee,  May  25,  1994)   More  broadly,  every  investment 
decision  by  any  institutional  investor  might  be 
characterized  as  speculative. 
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Conclusion.   Derivatives  are  a  risk  management  tool  of 
central  and  growing  importance.   They  are  also  a  sector  of 
U.S.  innovation  and  economic  success.   Rather  than  seeking 
to  alter  the  legislative  framework  for  the  derivatives 
industry,  Congress  should  instead  ask  what  lessons  the 
success  of  the  existing  framework  for  derivatives  activity 
can  provide  to  the  regulation  of  other  financial  products. 
Regulators  and  industry  participants  alike  warn  that 
legislation  on  derivatives  would  be  counterproductive.   Many 
provisions  of  H.R.  4503  are  redundant,  and  others  would 
actually  be  harmful.   Congress  should  not  jeopardize  an 
activity  of  critical  importance  to  American  corporations, 
government  entities  and  financial  institutions  as  they 
manage  the  financial  risks  that  already  exist  in  their  daily 
business  activities.   For  these  reasons,  ISDA  opposes  the 
passage  of  the  Bill. 
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August  10,  1994 


The  Honorable  Stephen  L.  Neal 

Chairman 

Subcommittee  on  Financial  Institutions,  Supervision, 

Regulation  and  Deposit  Insurance 
Committee  on  Banking,  Finance  and 

Urban  Affairs 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

This  is  in  response  to  your  letter  of  July  15,  in  which  you  requested  that  the 
Federal  Reserve  review  the  provisions  of  H.R.  4503,  the  Derivatives  Safety  and  Sound- 
ness Act  of  1994,  and  provide  comments  on  any  provisions  of  the  bill  to  which  we  may 
have  objections. 

With  the  exception  of  provisions  to  clarify  the  treatment  of  derivatives  and 
other  transactions  under  the  Federal  Deposit  Insurance  Act,  we  do'tiot  believe  that  legis- 
lation in  this  area  is  necessary  at  the  present  time.   We  believe  that  the  Board  and  the 
other  federal  bank  regulatory  agencies  have  ample  authority  to  take  the  steps  needed  to 
ensure  that  the  derivatives  activities  of  financial  institutions  are  conducted  in  a  safe 
and  sound  manner.    The  Federal  Reserve  has  devoted  significant  effort  to  improving  our 
understanding  of  the  impact  of  derivatives  transactions  on  the  financial  system  and  to 
strengthening  our  oversight  of  the  use  of  derivatives  by  the  institutions  we  supervise. 
These  efforts  are  detailed  in  my  testimony  before  the  House  Energy  and  Commerce 
Subcommittee  on  Telecommunications  and  Finance  on  May  25  and  the  Board's  response 
to  the  General  Accounting  Office  report  on  derivatives  transactions. 

Many  of  the  provisions  of  H.R.  4503  are  directed  at  areas  where  the  Board 
strongly  agrees  that  further  effort  is  needed,  such  as  in  expanding  reporting  and  disclo- 
sure requirements,  refining  capital  requirements,  and  ensuring  that  banks  engaged  in 
derivatives  activities  have  sound  risk  management  systems.    However,  because  we  believe 
that  we  have  ample  authority  to  address  these  issues,  we  believe  that  legislation  on  these 
issues  may  be  counterproductive.    Some  provisions  of  the  bill  have  the  potential  to  reduce 
supervisory  flexibility,  detract  from  the  current  efforts  to  improve  domestic  and 
international  oversight,  or  unnecessarily  stigmatize  derivatives  activities. 
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For  example,  Title  I  of  the  bill  establishes  broad  requirements  for  the 
appropriate  federal  regulatory  agencies  to  act  jointly  to  establish  regulatory  and  super- 
visory principles  and  standards  applicable  to  banks  and  certain  other  financial  institutions 
engaged  in  derivatives  activities.   We  agree  that  cooperation  and  coordination  among  the 
appropriate  federal  regulatory  agencies  is  extremely  important,  particularly  with  respect 
to  issues  such  as  reporting  and  capital  requirements  for  similarly  situated  institutions.   A 
'^requirement  for  joint  action  in  all  aspects  of  the  supervision  of  the  derivatives  activities  of 
financial  institutions,  however,»will  reduce  supervisory  flexibility  and  may  delay  imple- 
mentation of  current  supervisory  initiatives. 

Detailed  joint  principles  and  standards  may  be  unnecessarily  restrictive,  as 
the  same  principles  and  standards  that  are  appropriate  for  commercial  banks  may  not  be 
appropriate  for  credit  unions  or  entities  such  as  the  Federal  National  Mortgage  Assoc- 
iation, which  differ  significantly  from  commercial  banks  in  terms  of  structure  and  overall 
activities.   On  the  other  hand,  broad  and  general  principles  or  standards  may  offer  feW^f 
,  any,  benefits,  and  the  need  to  develop  such  principles  and  standards  may  detract  from 
agency  efforts  to  address  more  specific  problems.   Each  agency  must  be  able  to  respond 
expeditiously  to  developments  affecting  the  instimtions  that  it  supervises.    As  long  as  the 
actions  of  each  agency  are  broadly  consistent,  joint  action  would  not  seem  to  be  necessary 
or  desirable. 

Further,  the  derivatives  activities  of  a  financial  instimtion  should  not  be 
considered  in  isolation  from  its  other  activities,  aad  each  agency  must  be  able  to  tailor  its; 
actions  to  the  specific  characteristics  of  the  institutions  it  supervises.   The  instioitions 
covered  by  the  legislation  are  diverse  in  nature,  and  their  use  of  derivatives  varies 
accordingly.    For  institutions  that  use  derivatives  primarily  for  hedging  purposes,  deriv- 
atives activities  need  to  be  evaluated  in  the  context  of  the  supervision  of  interest  rate  risk 
and  liquidity  risk  management.   For  institutions  tliat  are  active  in  the  capital  and  foreign 
exchange  markets,  supervision  of  derivatives  portfolios  should  not  be  separated  from 
supervision  of  overall  trading  activities. 

Additionally,  the  requirement  for  broad  agency  action  on  a  joint  basis  for 
derivatives  activities  stigmatizes  derivatives  transactions,  discouraging  their  use  even 
where  beneficial  from  a  risk  management  standpoint.    Similarly,  while  the  guidance  on 
derivatives  activities  issued  by  the  Board  has  stressed  the  responsibility  of  senior 
management  and  the  board  of  directors  to  fully  understand  the  risk  associated  with  an 
institution's  activities,  codification  of  such  a  requirement  for  derivatives  activities  may 
serve  only  to  stigmatize  further  useful  risk  management  transactions  and  heighten  fears  of 
potential  liability'.    This  stigma  may  dissuade  management  from  engaging  in  risk  manage- 
ment practices  involving  derivatives. 
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A  disproportionate  focus  on  derivatives  also  is  reflected  in  the  proposed 
amendments  to  the  provisions  of  the  Foreign  Bank  Supervision  Enhancement  Act  of  1991 
("FBSEA").    FBSEA  requires  the  Board  to  determine  that  a  foreign  bank  is  subject  to 
comprehensive  supervision  and  regulation  on  a  consolidated  basis  by  authorities  in  its 
home  country  in  order  to  approve  the  application  of  the  foreign  bank  to  establish  a  branch 
or  agency  in  the  United  States.    Section  204  of  the  bill  would  require  the  Board  to 
determine  specifically  that  a  foreign  bank  engaged  in  derivatives  activities  is  subject  to 
comprehensive  supervision  and  regulation  by  authorities  in  its  home  country  with  respect 
to  such  activities.  Comprehensive  supervision  determinations  review  all  aspects  of  the 
supervisory  system,  including  supervision  of  a  foreign  banking  organization's  risk 
management  process.   A  statutory  requirement  for  a  determination  on  a  specific  activity 
\within  a  foreign  bank  is  unnecessary,  has  the  effect  of  stigmatizing  these  activities,  and 
detracts  from  a  focus  on  supervisory  efforts  directed  at  the  overall  management  of  risk 
rather  than  at  particular  instruments. 

Additionally,  H.R.  4503  requires  that,  in  making  its  determination,  the 
Board  must  take  into  consideration  whether  the  foreign  bank  is  subject  to  disclosure 
standards  in  its  home  country  that  are  at  least  as  stringent  as  United  States  standards. 
The  development  of  appropriate  sBndards  for  disclosure  and  reporting  of  derivatives 
activities  by  financial  institutions  is  among  the  issues  currently  being  addressed  at  th* 
international  level.   At  this  time,  we  believe  that  it  is  more  appropriate  to  address  these 
issues  on  a  multilateral  basis  rather  than  de  facto  imposing  United  States  standards  on  an 
extraterritorial  basis  through  legislation. 

Title  IV  of  H.R.  4503  requires  the  Secretary  of  the  Treasury  to  request  a 
meeting  with  representatives  of  the  other  major  industrialized  countries  to  examine  the 
adequacy  of  international  regulation  and  supervision  of  derivatives  activities  of  financial 
institutions,  and  includes  a  list  of  goals  for  such  a  study.   We  believe  that  these  goals  are 
being  pursued  effectively  through  work  currently  being  done  at  the  international  level, 
and  initiation  of  a  new  study  at  this  point  in  time  would  divert  resources  from  these 
efforts.    An  example  of  international  cooperation  in  this  area  is  the  recently  released 
«  guidance  on  the  sound  risk  management  of  derivatives  activities,  which  was  released 
jointly  by  the  Basle  Committee  on  Banking  Supervision  and  the  Technical  Committee  of 
the  International  Organization  of  Securities  Commissioners.   The  supervisory  authorities 
of  the  industrialized  countries  need  the  opportunity  to  implement  fully  the  findings  of 
recently  completed  and  ongoing  studies  before  undertaking  a  new  round  of  studies. 

Finally,  while  we  support  efforts  to  clarify  the  Federal  Deposit  Insurance 
Act  as  they  apply  to  the  treatment  of  derivatives  transactions  in  insolvency,  we  have  a 
number  of  technical  comments  on  the  specific  proposal  included  in  Title  III  of  H.R.  4503 
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as  well  as  on  other  provisions  of  H.R.  4503.   These  comments  are  set  forth  in  an 
enclosure  prepared  by  Board  staff. 


I  hope  this  information  is  useful  to  you  in  your  consideration  of  this 


legislation. 


Enclosure 
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Technical  Comments  on  H.R.  4503    : 
Section  2(6) 

Page  4.  line  17.    Definition  of  "Derivative  Financial  Instrument" 
It  is  not  clear  what  would  be  an  "appropriate"  qualified  financial  contract.   If  this  is 
intended  to  provide  the  agencies  with  authority  to  decide  which  QFCs  will  be  covered, 
this  authority  should  be  explicit. 

Section  2(7) 

Page  4.  lines  24-5.    "Financial  institution"  is  defined  to  include  any  affiliate  of  any 
depository  institution.   This  wouldijaclude^ffiliates'of  savlngFalisbeidtfons,  whicb'includcj 
-numerous  nQn-iinancialtentities  that  are  part  of  diversified  savings  and  loan  holding 
companies.   See  12  USC  §  1730a;  12  CFR  Subchapter  F  (Parts  583-84). 

Section  102(a) 

Page  11.  lines  13-14.  -  The  objective  of  the  reporting  provision  on  "average  maximum 
and  minimum  fair  value  balances!  is  not  clear.   If  this  was  intended  to  refer  to  the 
average  fair  value,  and  to  refer  separately  to  both  the  minimum  and  maximum  fair  values 
in  order  to  establish  the  range  of  values  over  a  period,  commas  should  be  inserted  after 
"average"  and  "maximum." 

Section  201(b) 

Page  18.  lines  7-8.    This  provision  requires  institutions  engaged  in  significant  derivatives 
activities  to  have  a  sufficient  number  of  directors  that  are  familiar  with  the  activities  of 
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the  institution  and  risks  associated  with  any  class  of  derivative  instruments  and  the  "total 

current  credit  exposure  of  the  institution  with  respect  to  any  such  class."   Credit  exposure 
should  be  measured  on  a  counterparty-by-counterparty  basis  aggregating  across  all 
sources  of  credit  exposure  firom  both  on-  and  off-balance  sheet.   Aggregating  credit 
exposure  across  counterparties  within  an  instrument  class  does  not  provide  meaningful 
measures  of  credit  exposure,  especially  when  transactions  are  documented  under  cross- 
product  netting  agreements. 

The  responsibility  of  the  directors  of  a  financial  institution  with  respect  to 
credit  exposure  generally  would  be  to  establish  the  overall  credit  policies  and  limits  for 
the  institution,  which  would  include  policies  with  respect  to  credit  exposure  relating  to 
derivatives  activities. 

Section  303 

Pages  22-23.   Board  and  FDIC  staff  havefOintly,developed»langirage  that  we  believe 
would  better  clarify  the  notice  provisions  and  rights  to  close-out  contracts  under  section 
11  (e)(  10),  as  follows: 

(J  NOTIFICATION  OF  TRANSFER  AND  RIGHTS  ENFORCEABLE 
AGAINST  RECEIVER  OR  CONSERVATOR. -Section  ll(e)(10)  of  the  Federal  Deposit 
Insurance  Act  (12  U.S.C.  1821(e)(10))  is  amended- 
(A)  by  revising  paragraph  (A)  to  read  as  follows: 
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"(A)  In  general.    If-- 

(i)  the  receiver  for  an  insured  depository  institution  in  default  makes  any 
transfer  of  the  assets  and  liabilities  of  such  institution;  and 

(ii)  the  transfer  includes  any  qualified  fmancial  contract; 
the  receiver  shall  notify  any  person  who  is  a  party  to  any  such  contract  of  such 
transfer  by  5:00  p.m.  (Eastern  Time)  on  the  business  day  following  the 
appointment  of  the  receiver.";  and 

(B)  by  redesignating  paragraph  (B)  as  paragraph  (C)  and  adding  a  new  paragraph  (B)  to 

read  as  follows: 

"(B)  Certain  rights  not  enforceable. 

(1)  A  person  who  is  a  party  to  a  qualified  financial  contract  with  an  insured 
depository  institution  may  not  exercise  any  right  such  person  has  to  net  or  close 
out  such  contract  under  paragraph  (8)(A)  of  this  subsection  or  12  U.S.C.  §§  4403 
or  4404  solely  by  reason  of  the  appointment  of  a  receiver  for  the  depository 
instiuition  (or  insolvency  or  financial  condition  of  the  institution  for  which  the 
receiver  is  appointed)— 

(A)  Until  5:00  p.m.  (Eastern  Time)  of  the  business  day  following  the 
appointment  of  the  receiver;  or 

(B)  After  the  person  has  received  notice  that  the  contract  has  been 
transferred  pursuant  to  paragraph  (9)(A)  of  this  subsection. 
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For  purposes  of  this  subparagraph,  the  Corporation  as  receiver  shall  be  deemed  to 
have  notified  a  person  if  it  has  sent  notice  to  the  person  at  the  last  address  shovra 
on  the  records  of  the  insured  depository  institution  with  respect  to  such  contracts 
by  means  provided  for  in  the  contracts  or  by  other  means  reasonably  calculated  to 
reach  that  person  by  the  time  specified  in  subparagraph  (A). 

(2)  A  person  who  is  a  party  to  a  qualified  financial  contract  with  an  insured 
depository  institution  may  not  exercise  any  right  such  person  has  to  net  or  close 
out  such  contract  under  paragraph  (8)(E)  of  this  subsection  or  12  U.S.C.  §§  4403 
or  4404,  solely  by  reason  of  the  appointment  of  a  conservator  of  the  depository 
institution. " 

Section  304. 

Page  24.  lines  6-14    We  would  suggest  that  qa^tet.agreemsfl^  covering  all  types  of 
fmancial  contracts  be  treated  as  one  qualified  financial 'ConS^ct  (^biie'masfef-S|feen[HBR' 
*  rather  than  as  one  swap  agreem^t,  as  follows: 

"(vii)  TREATMENT  OF  MASTER  AGREEMENT  AS  1  AGREEMENT. --Any 
master  agreement  for  any  qualified  financial  contract  as  defmed  in  clauses  (i)-(vi) 
(or  any  master  agreement  therefor),  together  with  all  supplements  thereto,  shall  be 
treated  as  a  single  agreement  and  a  single  qualified  financial  contract." 

Section  305(a). 
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Page  24.  lines  20-21.    The  amendments  to  the  definition  of  QFC  would  insert  "spot 

contract,"  an  undefined  term,  into  a  list  of  defined  terms  that  are  included  within  the 
definition  of  QFC.   This  addition  is  not  necessary  given  the  amendment  in  section  3QJ  to 
the  definition  of  "swap  agreement"  to  include  "spot  foreign  exchange  transaction." 

Section  305(b). 

Page  25.  lines  1-7.   Section  11(e)(8)(E)  of  the  Act  currently  provides  for  counterparty 
protection  in  the  event  of  the  appointment  of  a  conservator.   The  amendment  would 
provide  explicitly  that  a  counterparty  to  a  qualified  financial  contract  could  not  terminate 
or  liquidate  the  contract  due  to  a  default  based  solely  upon  the  appointment  of  a 
conservator.   A  similar  provision  is  included  in  the  language  developed  jointly  by  Board! 
aq^  FDIC  "Staff  (see  comments  to  section  303  of  the  bill)  and  is  not  necessary  in  this 

section.    However,  Board  and  FDIC  staff  would  recommend  amendments  to  the  cross- 

11 

references  in  section  11(e)(8)(E)  and  in  the  Federal  Deposit  Insurance  Corporations 
Improvement  Act  to  clarify  the  interrelationships  of  these  provisions  as  follows: 

SEC.  305. 

***** 

(b)  DEFAULT  AGAINST  CORPORATION  AS  CONSERVATOR. -Section 
11(e)(8)(E)  of  the  Federal  Deposit  Insurance  Act  (12  U.S.C.  1821(e)(8)(E))  is  amended- 
(1)  by  striking  "paragraph  (12)  of  this  subsection,";  and 
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(2)  by  striking  "subsection  (d)(9)"  and  inserting  "paragraph  (10)  of  this  subsection, 

subsections  (d)(9)  and  (n)(4)(D". 

(c)  FEDERAL  DEPOSIT  INSURANCE  CORPORATION  IMPROVEMENT  ACT 

AMENDMENTS. --Sections  403(a)  and  404(a)  of  the  Federal  Deposit  Insurance 

Corporation  Improvement  Act  of  1991  (12  U.S.C.  4403(a),  4404(a))  are  each  amended 

by  striking  "other  provision  of  law"  each  place  such  term  appears  and  inserting 

"provision  of  law,  other  than  paragraphs  (8)(E)  and  (lO)CB)  of  section  11(e)  of  the 

Federal  Deposit  Insurance  Act" . 
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17C0GSrrcei.  N  W.\X/ashinBton.  DC    20552  •  (202)906-6590 

August  12,  1994 


o 


The  Honorable  Stephen  L.  Neal 

Chai  rman 

Subcommittee  on  Financial  Institutions 

Supervision,  Regulation  and  Deposit  Insurance 
Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

During  my  recent  appearance  before  the  Subcommittee  on 
Financial  Institutions  Supervision,  Regulation  and  Deposit 
Insurance,  you  requested  that  the  Office  of  Thrift  Supervision 
( OTS )  submit  recommendations  for  improving  H.R.  4503,  the 
Derivatives  Safety  and  Soundness  Supervision  Act  of  1994. 

As  past  history  demonstrates  all  too  clearly,  effective 
interest  rate  risk  management  is  crucial  to  the  safe  and  sound 
operation  of  savings  associations.   Accordingly,  over  the  last 
several  years  the  OTS  has  taken  an  aggressive,  proactive 
regulatory  approach  to  the  management  and  control  of  interest  rate 
risk  in  the  thrift  institutions  we  supervise.   We  believe  that  our 
interest  rate  risk  program  also  effectively  addresses  many  of  the 
problems  related  to  derivatives  that  H.R.  4503  is  intended  to 
solve.   Thus,  while  the  goals  of  H.R.  4503  appear  to  be  consistent 
with  those  of  our  own  regulations  and  policies,  we  d75  not'bell'ev.ej 
that  legislation  is  necessary  at  this  time. 

In  the  event  that  the  Subcommittee  should  decide  to  move 
forward  on  this  legislation,  however,  we  are  providing  our 
comments  for  your  consideration.   In  particular,  we  believe  it  is 
imperative  that  OTS  maintain  the  flexibility  to  continue 
.implementation  of  the  regulatory  approach  that  I  described  in  some 
detail  in  my  testimony  before  the  Subcommittee. 

Thank  you  for  this  opportunity  to  comment.   If  I  may  be  of 
further  assistance,  please  do  not  hesitate  to  contact  me. 

Sincerely, 

Jonathan    L.    Fiechter 
Acting    Director 
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OTS  Sta££  Comnents  on 

H.R.  4503, 

The  Derivatives  Safety  and  Soundness  Supervision  Act  of  1994 

General 

Over  the  last  several  years,  the  OTS  has  expended  significant 
effort  and  resources  on  the  development  of  an  interest  rate  risk 
program  that  we  believe  effectively  addresses  many  of  the  problems 
related  to  derivatives  that  H.R.  4503  is  designed  to  solve.   If  the 
proposed  legislation  moves  forward,  we  would  strongly  recommend  that 
affected  agencies " such  as  the  OTS  that  have  developed  such  programs 
clearly  not  be  precluded  from  continuing  to  pursue  regulatory 
approaches  tailored  to  the  needs  of  the  particular  industries  they 
regulate.   In  addition,  we  would  urge  that  the  following  revisions  be 
made  to: 

(1)  Clarify  that  nothing  in  the  legislation  is  meant  to  imply 
that  the  Federal  regulatory  agencies  could  not  already  take 
the  supervisory  and  enforcement  actions  described  in  the 
bill.   The  existing  authority  of  the  Federal  banking 
regulators,  in  particular,  is  sufficiently  broad  to  enable 
the  agencies  to  take  such  actions  and  we  are  concerned  to 
avoid  any  potential  argument  that  actions  already  taken  by 
the  agencies  are  beyond  the  scope  of  existing  authority. 

(2)  Reduce  the  burden  of  compliance; 

(3)  Improve  the  focus  of  the  bill;  and 

(4)  Allow  sufficient  flexibility  to  the  Federal  regulators  to 
keep  up  with  market  changes. 

Definitions 

Page  2,  line  9:   The  term  "wide  variety"  should  be  subject  to 
definition  by  the  appropriate  Federal  regulatory  agencies,  as  is  the 
term  "significant  amount"  in  line  6. 

Page  3,  Lines  22-23:    For  purposes  of  derivatives  regulation,  the  bill 
provides  that  the  "appropriate  Federal  regulatory  agency"  is  the 
"appropriate  Federal  banking  agency"  (AFBA)  for  an  insured  depository 
institution  "or  other  entity  described  in  section  3(q)"  of  the  Federal 
Deposit  Insurance  Act  (FDIA).   Section  3{q)  of  the  FDIA  sets  forth  the 
"Appropriate  Federal  Banking  Agency"  for  subsidiaries,  branches  and 
holding  companies  of  various  types  of  financial  institutions  but  is  not 
exhaustive.   For  instance,  the  OTS  has  regulatory  jurisdiction  over  not 
only  savings  associations  and  savings  and  loan  holding  companies,  both 
of  which  are  specifically  referenced  in  section  3(q)  of  the  FDIA,  but 
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also  savings  association  affiliates,  which  are  not  entities 
specifically  referenced  or  described  in  section  3(q).   As  presently 
structured,  subsection  (3)(E)  of  section  2  of  H.R.  4503  (Page  3,  line 
23  through  Page  4,  line  2)  would  result  in  the  Federal  Reserve  Board 
acting  as  the  "catch-all"  regulator  for  entities  that  may  already  be 
subject  to  the  jurisdiction  of  one  of  the  other  bank  regulatory 
agencies  or  some  other  federal  regulatory  agency.   This  result  would  be 
anomolous  since  the  FRB  would  not  otherwise  have  this  jurisdiction  and 
that  would  appear  inconsistent  with  the  intent  of  the  legislation  to 
distribute  regulatory  jurisdiction  for  derivatives  purposes  in  the  same 
way  as  is  currently  done  for  other  supervisory  purposes. 

Therefore,  we  would  recommend  that  subsection  (3)(E)  be  deleted. 
In  the  alternative,  if  subsection  (3)(E)  is  not  deleted  we  would  also 
recommend  that  a  new  subsection  (E)  be  added  to  read  as  follows: 

"(E)   the  Office  of  Thrift  Supervision  in  the  case  of  any 
affiliate  of  any  savings  association  or  any  savings  and 
loan  holding  company  not  already  subject  to  the  jurisdiction  of 
another  Federal  banking  regulatory  agency  listed  in  §3(Q);" 

Page  4,  line  3:   The  term  "dealer"  should  be  defined  here,  or 
definition  of  the  term  by  the  appropriate  Federal  banking  agency  should 
be  required. 

Page  4,  lines  15-19:   It  would  be  preferable  to  allow  the  appropriate 
Federal  banking  agencies  to  develop  the  definition  of  "derivative 
financial  instrument,"  rather  than  to  rely  on  the  existing  definition 
of  "qualified  financial  contract"  in  the  FDIA.   If  a  definition  is  to 
be  retained  in  the  legislation,  we  recommend  that  it  be  broader  and 
more  general  than  that  provided  in  order  to  accommodate  the  rapidly 
expanding  variety  of  products  in  the  market. 

We  would  recommend  the  following  language: 

"The  term  'derivative  financial  instrument'  means  an  instrument 
the  value  of  which  is  derived  from  the  value  of  other  instruments, 
assets,  interest  or  currency  exchange  rates,  indexes,  etc.,  and  which 
the  AFBAs  determine,  by  regulation  or  order,  to  be  a  derivative 
financial  instrument  for  purposes  of  this  section." 

Establishment  of  Principles  and  Standards 

Page  6,  lines  7-24,  through  Page  7,  line  17:   If  this  section  is  to 
remain  in  the  legislation,  it  would  be  preferable  to  delete  the  mandate 
that  the  appropriate  Federal  regulatory  agencies  jointly  establish  and 
issue  substantially  similar  standards,  procedures,  etc.   Requiring 
joint  action  among  such  a  widely  disparate  group  of  regulators  would, 
we  believe,  hinder  rather  than  facilitate  the  ability  of  any  single 
regulator,  or  the  group,  to  respond  effectively  to  rapidly  changing 
events.   We  also  are  concerned  that  requiring  joint  action  could 
adversely  impact  regulatory  efforts  already  made  by  some  agencies,  such 
as  the  OTS,  to  implement  comprehensive  standards,  procedures  and 
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policies . 

As  a  purely  technical  matter,  it  is  not  clear  at  page  6,  line  22, 
whether  the  subsection  "(A)"  requirements  (to  issue  substantially 
similar  requirements,  standards,  and  procedures)  must  be  implemented  by 

regulation. 

Recommendations  Regarding  Supervisory  Standards 

Page  7,  lines  18-25,  through  Page  9,  line  22:   This  subsection  (c) 
appears  to  be  redundant  in  substance,  and  the  purpose  and  effect  of 
this  section  are  not  clear.   Subsections  (a)  and  (b)  already  mandate 
joint  regulatory  action  to  establish  principles  and  standards  and  issue 
substantially  similar  standards,  guidelines,  etc.  governing  derivatives 
activities  of  financial  institutions  and  such  other  regulations  as 
appropriate  for  carrying  out  the  purposes  of  the  Act.   This  subsection 
(c)  provides  that  each  AFBA  must  consider,  and  may  recommend, 
"comparable"  regulatory  action  by  the  other  AFBAs  to  establish 
principles  and  standards  in  other  matters  relating  to  financial 
institutions  engaged  in  derivatives  activities.   The  items  listed  in 
subsection  (c)  seem  to  be  a  more  detailed  articulation  of  the  general 
items  listed  in  subsections  (a)  and  (b).   Given  that  this  subsection  is 
not  a  mandate,  we  would  recommend  that  subsections  (a)  and  (b)  be 
deleted  and  subsection  (c)  remain,  with  modifications  as  noted  below. 

Page  8,  line  1:   The  reference  to  "strong"  capital  requirements  is 
confusing  in  the  sense  that  it  is  not  clearly  pegged  to  the  levels  of 
capitalization  defined  by  the  Prompt  Corrective  Action  (PCA)  provisions 
of  the  FDIA.   We  believe  that  any  statutory  references  to  capital 
requirements  or  standards  should  be  consistent  with  PCA  capital 
terminology . 
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Page  9,  lines  11-15:   Since  no  thrifts  are  derivatives  dealers,  the 
imposition  of  "suitability  standards"  would  not  affect  thrift 
activities  in  derivatives  except  in  their  capacity  as  customers.   W. 
respect  to  the  other  AFBAs,  we  would  recommend  that  any  reference  to 
"suitability"  be  altered  to  focus  on  the  appropriateness  of  the 
derivatives  activity  for  the  financial  institutions  engaging  in  the 
activity,  rather  than  on  customer  protection. 

Disclosure  Requirements 

Page  10,  lines  7-8:   In  order  to  avoid  confusion  about  the  purposes  of 
this  section  (i.e.,  to  specify  the  types  of  information  required  to  be 
reported  by  financial  institutions  to  the  federal  regulatory  agencies), 
we  would  recommend  that  the  heading  of  this  section  44  be  revised  to 
read  as  follows: 

"Requirements  For  Reporting  Derivative  Financial  Instruments 
To  Appropriate  Federal  Banlcing  Agencies." 

Page  10,  line  1,  through  Page  13,  line  11:   We  would  suggest  that,  if 
this  Section  44  is  to  be  retained,  it  should  be  revised  and  shortened 


160 


-4- 

to  allow  each  AFBA  to  collect  whatever  information  it  needs  in  the 
manner  it  deems  necessary  for  adequate  regulation  of  the  institution 
and  its  derivatives  activities.   Language  to  the  following  effect  is 
also  recommended: 

"Reporting  requirements  under  this  section  may  vary  depending  on 
the  scope,  size  and  complexity  of  the  levels  of  activities  and  risks 
assumed  by  the  financial  institution." 

This  modification  would  allow  for  appropriate  differential  regulation, 
requiring  the  collection  of  different  types  of  information  from  dealers 
and  end-users. 

It  should  also  be  made  clear  (perhaps  through  the  addition  of  a  savings 
clause)  that  nothing  in  this  section  would  limit  any  authority  already 
available  to  the  AFBAs  to  collect  this  or  any  other  necessary 
information . 

Page  12,  lines  11-16:   In  order  to  avoid  the  implication  that  the 
AFBA's  authority  is  limited  by  this  section,  this  section  should  be 
revised  to  make  clear  that,  in  addition  to  "encouraging"  the  listed 
qualitative  reporting  requirements,  the  AFBA  may  issue  regulations 
requiring  disclosure  of  this  or  any  other  appropriate  information. 

Supervisory  Improvements 

Page  17,  line  5,  through  Page  18,  line  18:   It  is  unclear  in  what 
statute  this  legislative  safety  and  soundness  standard  will  appear. 

A  number  of  the  terms  in  this  section,  such  as  "appropriate  director 
oversight"  on  Page  17,  lines  11-12,  "prudential  standards"  on  Page  17, 
line  21,  "sufficient  number  of  directors"  on  Page  18,  lines  3-4, 
"familiar  with"  on  Page  18,  lines  3-4,  and  "adequate  technical 
expertise"  on  Page  18,  line  15,  need  to  be  defined,  preferably  through 
action  of  the  AFBAs,  particularly  since  noncompliance  with  these  vague 
standards  may  be  treated  as  an  unsafe  or  unsound  practice  by  the 
institution.   In  addition,  it  should  be  made  clear,  with  respect  to 
entities  regulated  by  an  AFBA,  that  the  ability  to  treat  noncompliance 
as  an  unsafe  or  unsound  practice  is  not  new,  but  merely  clarifies  or 
reinforces  authority  that  the  AFBAs  already  possess. 

Confidential  Emergency  Management  Reporting 

Page  18,  line  21,  through  Page  19,  line  24:   If  this  Section  202  is  to 
be  retained,  it  is  recommended  that  it  be  folded  into  proposed  new 
section  44  of  the  FDIA,  and  clarified  to  distinguish  how  the 
information  to  be  obtained  under  this  section  "if  the  agency  determines 
that  the  agency  needs  such  information  as  a  result  of  adverse  market 
conditions  or  other  emergency  situation  (as  defined  by  the  agency)" 
would  differ  from  information  that  may  be  required  to  be 
disclosed/reported  under  section  44.   If  there  is  overlap  in  the 
information,  clarification  of  how  and  why  the  confidentiality 
requirement  would  be  applied  should  also  be  provided.   Again,  we  would 
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urge  that,  however  this  section  is  modified,  nothing  in  this  section  be 
allowed  to  limit  any  existing  authority  of  the  AFBAs,  and  that  the 
AFBAs  be  given  maximum  flexibility  to  collect  any  necessary 
information,  and  to  evaluate  the  costs  and  benefits  of  any  collection 
of  information. 

Certain  Swap  Agreements 

Page  21,  lines  8-15:   Line  12  should  be  revised  to  indicate  that  this 
insert  should  be  made  to  clause  (I)  of  Section  11 ( e ) ( 8 ) ( D ) ( vi )  of  the 
FDIA.   Once  again,  we  would  emphasize  the  broader  issue  of  needing  to 
allow  the  AFBAs  to  define  the  term  "derivative  financial  instrument"  in 
order  to  keep  up  with  a  rapidly  expanding  market  of  products. 

International  Regulatory  Cooperation 

Page  25,  line  10,  through  Page  28,  line  12:   We  support  the  concept  of 
international  cooperation.   This  section  401  is  particularly  helpful 
because  the  Department  of  Treasury  is  a  participant  in  the  process  and 
can,  therefore,  represent  the  views  of  the  OTS.   At  present,  OTS  has  no 
direct  or  indirect  participation  in,  and  no  opportunity  to  provide 
input  to,  international  working  groups  such  as  the  Basle  committee, 
even  though  decisions  reached  by  that  group  impact  directly  and 
immediately  OTS  and  the  savings  associations  it  regulates. 
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Comptroller  Of  the  Currency 
Administrator  of  National  BanKs 


Washington,  DC    20219 
Septencer  2,   1994 


The  Honorable  Stephen  L.  Ncal 

Chairman 

Subcommittee  on  Financial  Institutions  Supervision, 

Regulatioa,  and  Deposit  Insurance 
Committee  on  Banking,  Finance  and  Urban  Affairs 
U.S.  Houae  of  Representatives 
Washington,  DC.  20515 

Dear  Chairman  Neal: 

Thank  you  for  the  opporamiiy  ud  present  the  views  of  the  Office  of  the  Comptroiler  on 
H.R.  4503,  the  Derivatives  Safety  and  Soundness  Supervision  Act  of  1994  (the  "Act").  As  you 
requested  at  the  Subcommittee's  hearing  on  the  bill,  we  have  enclosed  our  commems  on  the  bill, 
as  well  as  a  description  of  the  so-called  "apprc^nateness"  standard  already  applicable  to  national 
bank  derivatives  activities. 

The  challenges  of  supervising  the  rapidly-growing  derivatives  market  axe  indeed  considerable  and 
deserve  close  attention  ftxjm  the  regulators  and  the  Congress.  For  this  very  reason,  the  OCC  has 
made  the  development  of  effective  policy  In  this  area  a  top  priority.  Last  October,  we  issued 
Banking  Circular  277  (BC  277),  on  risk  management  of  financial  derivatives,  to  the  chief 
executive  officers  of  all  national  banks.  BC  277  sets  forth  best  practices  and  safe  and  sound 
procedures  for  managing  risk.  On  May  10  of  this  year,  we  issued  23  pages  of  further  guidance 
to  banks  in  the  form  of  commonly  aaked  questions  and  our  answers  to  them.  The  questions  and 
answers  provide  addldonal  detail  on  topics  such  as  the  duties  of  senior  management  and  the 
board  of  directors  for  oversight  of  denvanves  activities,  momtoring  the  inierconnectedness  of 
risks,  and  the  responsibilities  of  dealers  toward  end-users.  On  July  21  of  rhis  year,  we  issued 
an  advisory  letter  to  national  banks  warning  them  of  some  of  the  specific  risks  and  concerns  that 
we  have  with  respect  to  investments  in  structured  notes  (which  are  on-balance  sheet  derivatives) 
and  reminding  them  that  their  investments  in  these  instruments  must  in  all  respects  be  consistent 
with  Che  guidance  set  forth  in  BC  277.  We  are  also  developing  supplemental  examiner  guidance 
and  examination  procedures  to  accompany  BC  277,  which  will  include  detailed,  comprehensive 
procedures  for  examinine  the  derivatives  activities  of  national  banks.  We  plan  to  issue  this 
guidaixe  shortly. 
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Tha  OCC  u  alio  participating  in  levenl  domaitic  and  inUmational  •£forti  to  coordinate 
reeulatioi:  of  derivatives  use.  Last  Sqitember,  tbc  OCC  helped  to  fonn  an  informal  interagency 
taslc  force  to  coordlaate  supervision  of  derivatives  among  the  banking  and  thrift  regulatory 
agencies,  and  to  address,  among  other  things,  accounring  and  disclosure  issues.  The  OCC  is  also 
participating  in  the  Basle  Comminee  on  Bank  Supeirvision' s  international  efforts  to  enhance  the 
risk-based  capital  staodardt  applying  to  bank  lue  of  derivatives,  and  in  the  Working  Group  on 
Financial  Markets. 

1  commend  you  and  your  staff  for  your  accomplishments  in  this  area.  H.R.  4303  is  a  well- 
drafted  result  of  careftil  deliberations  and  negotiations,  and  it  has  made  a  positive  contribution 
to  the  debate  on  derivatives  regulation.  At  this  time,  howevdf ,  we  do  not  believe  that  legiBlation 
to  further  enhance  supervisory  efforts  in  this  area  \^uld  serve  a  constructive  purpose.  We  have 
found  thus  far  that  \^  have  sufScieot  authority  to  develop  appropriate  supervisory  policy  and 
to  take  appropriate  supervisory  actions.  We  have  used  our  existing  authority  to  complete  a  great 
deal  of  work  in  this  ai;ea.  We  are  employing  that  authority  as  well  as  we  seek  to  expand 
reporting  and  disclosure  requirements,  to  revise  risk-based  capital  standards,  and  to  ensure  the 
national  banks,  and  especially  the  dealer  banks,  appropriately  manage  and  control  the  risks 
arising  from  theii  derivadves  activities. 

Moreover,  legislation  in  this  area  at  this  time  cogld  prove  counterproductive.  The  derivatives 
market  is  evolving  rapidly,  There  is  a  real  danger  in  locking  in  a  regulatory/supervisory 
approach  at  too  early  a  point  in  that  market's  development.  The  restilt  could  be  principles, 
standards  and  regulations  th^c  are  obsolete  before  they  even  go  into  effect. 

The  OCC  is  cunently  addressing  a  range  of  Issues  related  to  the  regulation  of  derivatives  use  by 
naiioaal  banks,  and  we  will  continue  to  strengthen  our  supervision  of  these  activities,  as 
appropriate.  We  remain  commioed  to  participating  in  joint  efforts  to  adopt  and  promote  policies 
and  regulations  that  are  appropriate  for  these  evolving  markets.  We  will  continue  to  evaluate 
the  effectiveness  of  current  policy  in  reaching  our  supervisory  objectives.  Should  we  find 
current  measures  to  be  inadequate,  we  will  take  further  acdon  to  address  any  areas  of  concern. 

I  hope  you  fiiul  this  information  helpful.  If  you  have  any  further  questions,  please  let  me  know. 

Sioceply, 


Eu^ne  A.  Ludwig  / 

Comptroller  of  the  Currency 


Enclosure 
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f>npr«l  CommMifji 


l-hiplicdfinr  of  Kffort 

A  number  of  the  provisions  in  H.R.  4305  are  reduiulan:  because  the  OCC  currenily  has  authority 
in  the  area  and  has.  in  faa,  taken  the  required  action.  For  example,  the  Act  would  encourage, 
and  in  some  instances,  require,  the  Federal  rejfuiatory  agencies  to  work  together  to  coordinate 
the  regulation  of  derivatives  use.  The  OCC  is  already  actively  involved  in  various  interagency 
and  multilateral  efforu  to  improve  supervision  of  bank  derivatives  activities.  Domestically,  the 
OCC  is  a  member  of  an  informal  Inieragency  task  force  composed  of  representatives  from  the 
Federal  banking  regulatory  agencies.  In  addition,  the  OCC  participates  in  the  Working  Group 
on  Finai¥:ial  Markets  and  the  Financial  Accounting  Standards  Board' s  Financial  Instruments  Task 
Force  In  the  iniemaODnal  arena,  the  OCC  participates  in  the  Basle  Comtmtiee  on  Bank 
Supervision's  efforts  to  enhance  the  risk-based  capital  standards  that  apply  to  bank  use  of 
derivatives. 

Section  102  of  the  Act  would  require  the  Federal  bank  regulatory  agencies  to  consider  making 
Qhanges  to  call  report  disclosures  of  derivatives  activities.  The  interagency  task  force  already 
his  coniidered  and  identil^d  changes  to  be  included  in  call  reporu,  some  of  which  are 
comparable  to  the  proposals  in  H.R.  4503. 

Mhe  provisions  of  H.R.  4503  also  overlap  with  the  risk-based  capital  requirements  of  12  C.F.R. 
Part  3.  Our  risk-based  capital  requirements  already  impose  a  capital  charge  for  current  and 
potential  (counterparty)  risk  exposure  in  financial  derivative  products.  National  banks  must 
mainuin  a  minimum  capital  leverage  rado  in  connection  with  the  risk-based  capital  requirement. 
The  leverage  ratio  provides  a  cushion  against  risks  which  are  difticult  to  quantify. 

In  addition,  the  enforcement  provisions  of  the  Act  overlap  with  the  enforcement  provisions  of 
12  U.S. C.  §1818.  The  OCC  already  has  the  au±ority  to  bring  enforcement  actions  against 
national  banks,  their  operating  subsidiaries  and  their  instiaition-affiliated  parties  either  for  unsafe 
and  unsound  bankmg  practices  arising  from  lujncompliancc  with  BC-277,  or  any  violation  of  law, 
rule  or  regulation,  under  12  L'.S.C.  §  1818. 

The  Act  would  also  require  the  Federal  Financial  Institutions  Examination  Council  (FFIEC)  to 
sponsor  derivatives  training  The  FFIEC  already  conducts  a  number  of  specialized  coursason 
bank  derivatives  activitJeGi  therefore,  we  do  not  see  the  need  for  legislation  requiring  examiner 
training  in  derivatives  actrviucs.  The  OCC  is  committed  to  training  its  examination  staff  In  the 
financial  derivatives  area.  OCC  examiners  receive  special  on-the-job  training  under  the 
supervision  of  senior  examiners  for  purposes  of  implementing  the  OCC's  derivatives  directives. 
The  OCC  s  Capital  Markets  Training  Program  also  provides  examiners  with  advanced  technical 
training  in  derivatives.  Furthermore,  examiners  have  the  opportunity  to  participate  m  other 
specialized  courses  in  the  derivatives  area,  many  of  which  are  offered  by  the  FFIEC,  of  which 
the  OCC  is  a  member. 
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In  addition,  provjsioiu  of  the  Act  significauily  overlap  with  OCC  guidance  in  the  area  of  boaid 
ana  s«nlor  matiagemeni  overslgbi  as  comalned  in  OCC  Banldog  CLrcular-277,  and  OCC  BulleUn 
94-31.  The  banking  circular  and  the  bulletin  place  national  banks  on  notice  that  the  OCC 
sxpects  comprehansive  written  policies  and  procedures  to  be  in  place  waich  govern  the  use  of 
derivatives,  reviewed  by  boards  of  director«  and  senior  managemeni.  The  OCC's  guidance 
places  the  responsibility  on  boards  and  senior  management  to  ensure  that  derivatives  activides 
are  conducted  consistcndy  vrith  such  policies  and  procedures,  as  well  as  overall  business  and  risk 
management  strategies. 

The  provisions  of  Section  204,  which  impose  additional  considerations  on  permitting  foreign 
bank  entry  in  the  U.S. ,  are  unnecessary  aixi  counterproductive  to  U.S.  interests  abroad.  These 
provisions  would  serve  to  ftirthcr  delay  foreign  bank  entry  in  the  U.S.,  and  could  result  in 
unintended  retaliation  against  U.S.  banks  seeking  to  engage  In  activities  abroad. 

■<;enarafe  Repilatnrv  Authority  to  rmplement  Act. 

It  is  important  that  the  Act  reaffirm  the  authority  of  each  Federal  regulatory  agency  to  regulate 
derivatives  because  financial  institutions  do  not  uniformly  use  the  same  derivatives  In  addition, 
financial  instlnitlons  use  derivatives  for  dlfftrent  purposes .  Regulatory  flexibility  is  also  essential 
because  derivatives  activities  conrinue  to  evolve.  Due  to  this  ongoing  evolution,  Federal 
regulatory  agencies  must  continue  to  have  the  ability  to  act  quickly  to  manage  derivatives 
activities  effectively.  Thus,  die  OCC  recommends  that  the  Act  iif&lude  a  broad  enabling 
provision  which  confirms  the  broad  regulatory  authority  of  die  Kparatc  agencies  in  this  area. 

Description  of  AppropriateneM  .Standard 

We  do  not  believe  the  Act  should  require  Federal  regulatory  agencies  to  jointly  establish 
suitability  standaids;  rather,  we  andorae  an  'appropriateness"  standard  for  national  bank 
derivatives  activities.  We  do  not  believe  the  Act  should  impose  suitability  requirements  on 
national  bank  Tmancia!  derivatves  transactions,  because  bank  counterparties  r/pically  possess  the 
degree  of  sophistication  necessary  to  understand  derivatives  transactions.  Etil-users  of  financial 
derivatives  instruments  should  be  sufficiently  sophisticated  to  understand  the  appropriateness  of 
a  particular  transaction  to  their  risk  management  ptirpotet.  Dealers  and  other  market 
professionals,  such  as  trading  advisors  and  fiind  managers  also  should  have  the  level  of 
sopiilsdcatioQ  and  understanding  of  their  businesses  to  understand  the  appropriateness  of  a 
particular  transaction  to  tbeir  risk  management  purposes.  We  recogruze  the  obligation  of  bank 
dealers  aod  agents,  who  have  credit  and  reputation  interests  at  risk,  to  assess  their  clients' 
sophistication  and  their  understanding  of  the  derivatives  transactions  they  propose. 

The  appropriateness  standard,  incorporated  in  OCC  Banking  Circular-277,  dated  October  27, 
1993 ,  and  la  OCC  Bulletin  94-31 ,  dated  May  10, 1994,  Is  designed  to  ensure  that  national  banks 
engage  in  derivatives  activities  in  a  safe  and  sound  manner.  This  standard  is  primarily  a 
guideline  for  credit  risk  management.  The  OCC  expects  banks  transacting  derivatives  business 
with  non-dealers  to  evaluate  the  credit  risk  of  a  derivatives  transaction  using  standards  similar 
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(0  thoie  used  for  non-derivitlve  tranMCtions,  As  in  any  credit  transaction,  the  bank  evaluates 
th«  purpose  of  th«  tramaction  and  mikei  an  tisasmem  ai  to  whether  its  terms  arc  appropriate 
given  the  counterparty's  business  objectivoa,  plans,  and  strategiei.  In  many  catet,  credit  file 
information  will  outline  the  customer's  risk  profile,  business  characteristics,  and  the  types  of 
transactions  for  which  the  counterparty  would  require  a  credit  line.  Consistent  with  safe  and 
sound  bankme  practices,  a  bank  will  not  recommend  transactions  it  knows,  or  has  reason  to 
know,  would  be  inappropriate  for  the  customer  on  the  basis  of  available  information. 

Wc  believe  that  the  appropriateness  standard  protects  customers  and  national  banks  engaging  in 
derivatives  transactions.  The  OCC  conrlmies  to  monitor  national  banks'  application  of  the 
standard. 

V.nit^A  .<!tare  PnAe. 

In  seme  Instances,  the  sections  of  various  acts  arc  followed  by  parallel  citations  to  the  relevant 
title  and  chapter  of  the  United  States  Code.  Citations  to  the  United  States  Code  should  be  added 
where  currently  omitted. 


Spfcflflr  Comincnt.^ 

SEC.  1.  SHORT  TITLE:  TABLE  OF  CONTENTS 

»  p.  2:  At  page  2,  under  Title  I,  Section  102  should  read  "Sec.  102,  Disclosure  of  amounts, 
nature  and  terms  of  derivative  financial  inatniments"  for  consitteiuy  with  the  revisions  we 
propose  to  that  section. 

SEC.  2.  DEFIMTIONS. 

*  p.  2.  line  6:  Provided  that  each  Federal  regulatory  agency  is  given  general  authority  to  adopt 
regulations  implementing  the  Act,  the  phrase  in  parenthesis  "(as  defined  by  the  appropriate 
Federal  regulator)'  agencies)"  should  be  deleted. 

►  p.  3,  line  23:  The  provisions  of  subsection  (3)(E)  are  redundant  and  should  be  deleted. 
Subsection  (3)(A)  already  provides  the  Board  of  Governors  of  Lhe  Federal  Reserve  System  (FRB) 
regulatory  authority  over  financial  institutions  or  entitieB  set  forth  at  12  U.S. C.  §  1 8 13(q),  except 
savings  associations  and  certain  banks  and  their  subsidiaries. 

►  p.  3,  line  23:  The  definition  of  "appropriate  Federal  regulatory  agency"  is  not  broad  enough. 
In  the  interest  of  competitive  equality,  the  Act  should  apply  to  all  agCLcies  regulating  institutions 
which  engage  in  d^rivativei  acti^-ities.  Thus,  two  new  provisions.  (3)(E)  and  (3)(F).  should  be 
added  to  paragraph  (3),  to  include  other  entities  subject  to  the  oversight  of  the  Securities  and 
Exchange  Commission  and  the  Commodity  Futures  Trading  Commission.  The  OCC  proposes 
the  following  language: 
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"(E)  the  Secuiioei  and  Exchange  CommUsbn  in  the  case  of  any  enilcy  subject  to  lis 
ovtnight  and  not  otberwise  regulated  by  an  agency  described  in  subsection  (3)(A)-(D);  and 

(F)   die  Conunodity  Futures  Trading  Commission  in  the  case  of  any  entity  subject  to 
its  oversight  and  not  otherwise  regulated  by  an  agency  described  in  subsection  (3XA)-(D)." 

►  p.  4,  line  15-  The  definition  of  the  phrase  "derivative  financial  instrument"  in  subsection  (6) 
is  too  broad  and  should  be  deleted.  This  provision  s  incoiporation  of  section  11(e)(8)(D)  of  the 
Federal  Deposit  Insurance  Act,  gives  the  Federal  Deposit  Insurance  Corporation  (FDIC)  the 
authority  to  define,  by  regulation,  any  instnimcnts  that  arc  derivative  financial  imtruments.  in 
addition  to  those  specificaUy  set  forth  as  qualified  financial  contracts.  As  drafted,  this  provision 
fails  to  recognize  the  role  of  an  institution's  primary  regulator  in  determining  the  scope  of  this 
definition.  Each  federal  regulatory  agency  should  have  the  discretion  to  defiue  "derivative 
financial  instrument,"  to  include  on-balance  sheet  and/or  off-balance  sheet  instruments.  In  light 
of  this  deletion,  paragraphs  (7),  (8)  and  (9)  should  be  redesignated  (6),  (7)  and  (8). 

►  p.  5,  line  12:  Subsection  (7)(B)  should  be  revised  to  read  "any  entity  subject  to  the  oversight 
of  the  Securities  and  Exchange  Commission  and  the  Commodity  Futures  Trading  Commission 
and  not  otherwise  regulated  by  an  agency  described  in  subsection  (7)(A). " 


TITLE  I  -  ENHANCED  SUFERVISION  OF  DEWVATTVES  ACTIVmES 

SEC.  101.  INCREASED  AGENCY  OVERSIGHT  OF  FINANCIAL  INSTmmON 
ACTIVmES  INVOLVING  DERIVATIVE  FINANCLU-  INSTRUMENTS. 

To  the  extent  that  Section  101  becomes  law,  we  propose  the  following  amendments: 

«•  p  6,  line  7:  The  phrase  "ESTABLISHMENT  OF  PRINCIPLES,  AND  STANDARDS.-" 
should  b«  amended  to  read  "ESTABUSHMENT  OF  PRINCIPLES.  STANDARDS, 
DEFINITIGNS  OR  REGLTATIONS.- " 

►  p.  6,  lines  8-9:  The  words  "shall  jointly  establish  principles  and  standards  relating  to"  should 
be  replaced  with  the  words  "may  joiiily  establish  principles,  standards,  defmitions  or  regulations, 
at  appropriate,". 

►  p.  6,  line  12;    The  period  following  the  word  "agencies"  should  be  replaced  with 
' ,  including: ' . 

►  p.  6,  lines  14-24:  These  provisions  are  not  necessary  and  should  be  deleted. 
'  p.  7,  lines  1-7:   These  provisions  are  unnecessary-  and  should  be  deleted. 

»  p.  7.  line  12:   We  suggest  that  the  words  "dennltlons. '  and  "regulations,"  be  inserted  after 
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(he  wonl  "sUBtUrds". 

►  p.  7,  lines  18-25:  To  avoid  duplication,  we  suggest  tiiat  subsection  (c)  at  page  7,  lincj  18-23 
be  deleted  and  the  remaining  provisions  of  (c)  numbered  (1)  through  (10)  become  pan  of 
subfccrion  (a).    Subsection  (b)(2)  should  be  redesignated  subsection  (b). 

►  p.  8,  Unc  1:    The  word  "strong"  should  be  replaced  by  "»uffici«nt". 

SEC.  102.  DISCLOSURE  OF  AMOUNTS,  NATURE  AND  TERMS  OF  DERTVATFVE 
FINANCIAL  INSTRUMENTS  IN  FINANCL\L  INSTTTUTION  CALL  REPORTS. 

•  p.  10,  line  2-3:  The  phrase  "IN  FINANCL\L  INSTITUTION  CALL  REPORTS'  should  be 
deleted  ftom  the  heading  fbr  consistency  with  the  provisions  of  Section  102(c).  Section  102(c) 
requires  'other"  financial  institutions  to  file  quarterly  reports,  as  opposed  to  call  reports. 

SEC.  44.  DISCLOSURE  REQUIREMENTS  FOR  DERTV'ATIVE  FINANCIAL 
INSTRUMENTS. 

»  p.  11,  line  13:  Because  the  meaning  of  the  phrase  "average  maximuni  and  miniinum  fair  value 
balances  "  is  unclear,  the  Federal  regulatory  agencies  should  be  provided  authority  to  issue 
regulations  defining  tenns  contained  in  the  Act. 

'  p.  12,  line  12:  For  consistency  witfa  the  longtuge  contained  in  Section  44(a),  Section  44(c), 
Should  contain  the  word  "^propriate"  before  the  phrase  "Federal  banking  agencies'. 

»  p.  13.  lines  9-10:  Consistent  with  our  previous  recommendation  to  permit  appropriate 
regulatory  agencies  to  define  the  terms  "derivative  financial  instrument,"  delete  the  phrase  "and 
'derivative  financial  in«Crwnent'  having  the  same  meanings"  and  replace  with  "has  the  same 
meaning'. 

» p.  13,  line  20:  For  consistency  with  the  language  contained  in  Section  44(a),  replace  "which 
is,"  with  "as  required  by  the  appropriate  Federal  banking  agencies,"  before  'under  section  44 
of  the  Federal  Deposit  Insurance  Act, " 

►  p,  14,  line  17:  Replace  "which  is  required."  with  "as  required  by  die  appropriate  Federal 
banking  agencies,"  before  "under  section  44 "  for  consistency  with  the  language  conulned  In 
Section  44(a). 

»p.  14,  line  22:  Asuuming  that  the  Commodity  Futures  Trading  Commission  and  Securities  and 
Exchange  Commission  arc  recognized  as  Federal  regulatory  agencies  under  the  Act,  the  OCC 
believes  that  comparable  derivatives  disclosure  requLrcmcnis  under  Section  44,  should  apply  to 
all  institutions  engaged  in  derivatives  activities  and  their  regulatory  agencies 
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S£C.  104.  TRAINEVG  FOR  EXAMINERS  AND  ASSISTANT  EXAMINERS. 

»  p.  15.  line  18:  The  word  "Federal'  should  be  inserted  before  "Finaocial  Imtitutloiu 
Ejuuninadon  Couocil". 

►  p.  13,  line  21:  The  language  "employed  by  such  any  agency"  should  be  replaced  with 
"employed  by  any  Federal  banking  agency"  represented  on  such  council. 

►  p  15,  line  23:  The  word  "Federal"  should  be  inserted  before  "Finaocial  Institutions 
Examination  Council". 

►  p.  16,  line  4:  The  "and"  should  be  replaced  with  a  comma  (,).  The  period  at  the  end  of  line 
6  should  be  replaced  with  a  comma  and  'the  Securities  and  Exchange  Commission  and  the 
Commodity  Futures  Tradinfi  Commission.'  should  be  added  at  the  end  of  the  sentence. 

SEC,  105.   STATE  LlAlSONS. 

The  OCC  suggests  the  deletion  of  Section  103  in  Its  entirety.  The  provisions  of  Section  103  are 
substantially  similar  to  obligations  ateady  imposed  on  the  FFIEC  at  12  U.S.C  §  3306.  Section 
3306  encourages  'the  application  of  uniform  examination  principles  and  standards  by  State  and 
Federal  gupervisory  agenciei,"  by  requiring  the  FFIEC  "to  establish  a  liaison  committee 
composed  of  five  representatives  of  State  agencies  which  supervise  financial  institutions  which 
shall  meet  at  least  twice  a  year  with  the  Council."  In  addition.  Section  3306  provides  an 
allowaiKe  for  expenses  incurred  in  attending  meetings,  which  makes  proposed  paragraph  (b) 
unnecessary. 


TFTLE  U  -  SUPERVISORY  IMPROVEMENTS 

SEC.  201.  UNSAFE  OR  UNSOUND  PRACTICES. 

»  p.  17,  line  9:  It  is  difficult  for  financial  institutiacs  to  guarantee  that  written  management 
plans  will  in  fact  have  the  desired  effect.  Thus,  we  recommend  (he  deletion  of  "which"  at  the 
end  of  line  9.   On  line  10,  replace  'ensures"  with  "designed  to  ensure', 

►  p.  17,  line  21:  The  word  "which"  should  be  inserted  before  the  word  'establishes"  just  after 
(2),  so  that  this  paragraph  flows  properly  from  the  change  made  to  line  9  as  recommended 
above 

-  p.  18,  line  1:  Phrosea  conuined  in  paragraph  (b)  are  unclear  in  meaning,  for  example 
'sufficient  number  of  directors'  and  "f^iliar  with  die  risks ".  For  purposes  of  clarity,  we 
recommend  that  the  language  "a  sufficient  number  of  the  directors  of  such  Insdmtlons  are 
familiar  with  the  risks  associated  with  any  class  of  derivatives  financial  instruments"  should  be 
replaced  with  "the  board  of  directors  of  such  financial  institutions  that  act  as  dealers  and  active 
end-users  shall  have  sufficient  expertise  to  nuintain  appropriate  oversight  over  risks". 
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►  p.  18.  line  15:  The  terms  "to  hive  adeijiute  technical  expertise"  should  be  replaced  with 
"have  sufficient  •xp«tis«  to  exercise  appropriate  oversight"  with  respect  to  such  activities. 

Add  the  following  section: 

SEC.  XXX 

RULE  OF  CONSTRUCTION.-  No  provision  contained  in  the  Derivatives  Safety  and  Soundness 
Supervision  Act  of  1994  shall  be  construed  as  affecting  in  any  manaer  any 
existing  authority  of  any  aR3roprlate  Federal  regulatory  agency. 

SEC.  202.  CONFTOENTIAL  EMERGENCY  MANAGEMENT  REPORTING. 

By  expanding  the  definition  of  "appropriate  Federal  regulatory  agency"  at  Section  2,  paragraph 
(3),  to  Include  the  Securities  and  Exchange  Cotnmission  end  the  Coaunodity  Futures  Trading 
Commission,  as  we  propose,  Section  202  will  similarly  require  ihcse  agencies  to  develop  a  means 
to  obuin  necessary  derivative  informatioD  filed  by  rmaocial  institutions  subject  to  their 
jurisdiction  under  Section  2,  paragraph  7.  If  the  definition  of  "appropriate  Federal  regulatory 
agency"  ii  adopted  at  proposed  by  the  OCC,  we  recommend  the  following  amendment  to 
paragraph  (a)  and  the  deletion  of  paragraphs  (b)  and  (c): 

►  p.  18,  line  21:  We  propose  that  the  contents  of  paragraph  (a)  be  amended  to  read  "Before 
the  end  of  the  1-year  period  beginning  on  the  date  of  the  enactment  of  this  Act,  each  appropriate 
Federal  regulauiry  agency  sbail  develop  the  means  to  obtain  all  necessary  information  from  any 
dealer  or  active  end-uaer  subject  to  the  agency's  oversight  relating  to  any  derivatives  activity  or 
any  class  of  derivative  financial  instruments,  wbenever  the  appropriate  Federal  regulatory  agency 
determines  stich  information  is  needed  as  a  result  of  adverse  market  conditions  or  otiicr 
emergency  situation." 

►  p.  19,  lines  9,  20:  In  the  event  that  the  definition  of  "appropriate  Federal  regulatory  agency" 
is  not  adopted  as  proposed  by  the  OCC,  we  alternatively  recommend  that  the  references  to 
paragraph  (l)  at  p.  19,  lines  9  and  20  be  amended  to  refer  to  the  appropriate  Section  202 
paragrapb(s). 


TFTLE  TV  -  INTERNATIONA!.  REGULATORY  COOPERATION 

SEC.  401.  STUDY  OF  INTERNATIONAL  REGLXATION  AND  SUPERVISION  OF 
DERTVATIVES  ACIIVI'l'lES  OF  FINANCIAL  nVSTFTLTIONS. 

►  p.  25,  line  17:    For  consistency  with  the  other  provisions  of  Section  401,  the  word  "plan" 
should  be  replaced  with  the  word  "propose". 
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TITLE  V  -  GAO  STUDY 

SEC.  50i.  STUDY  OF  BSTERNATIONAL  REGULATION  ANI>  SUPERVISION  OF 
DERIVATIVES  ACTIVmES  OF  FINANCIAL  INSTITUTIONS. 

►  p.  29,  line  23:  The  Federal  regulatory  agencies  should  be  provided  with  m  opportunity  to 
provide  input  on  how  the  word  "speculation"  is  defined  for  purposes  of  the  Comptroller 
General's  report  to  Congress. 

►  p  30,  line  8:  The  Federal  regulatory  agencies  should  be  given  aa  opportunity  to  provide  input 
on  the  definition  of  the  word  "speculators." 
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(^  FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  wajhrngton.  oc  20429 


OFFICE  OF  THE  CHAIRMAN 


July  21,  1994 


Honorable  Stephen  L.  Neal 

Chairman 

Subcommittee  on  Financial  Institutions 

Supervision,  Regulation  and  Deposit 

Insurance 
Committee  on  Banking,  Housing  and 

Urban  Affairs 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  the  opportunity  to  present  the  views  of 
the  Federal  Deposit  Insurance  Corporation  on  H.R.  4503,  the 
Derivatives  Safety  and  Soundness  Supervision  Act  of  1994. 

In  response  to  your  request  during  the  Subcommittee's 
recent  hearing  on  this  matter,  I  am  pleased  to  enclose  the 
FDIC's  suggestions  for  improving  the  language  of  Title  III 
on  Financial  Institution  Insolvency  Reforms.   The  suggested 
changes,  which  the  Federal  Reserve  Board  staff  agreed  on, 
are  designed  to  clarify  the  FDIC's  power  to  transfer 
Qualified  Financial  Contracts. 

We  hope  that  this  information  proves  helpful.   If  you 
or  your  staff  have  any  further  questions,  our  Office  of 
Legislative  Affairs  can  be  reached  at  898-8730. 

Sincerely, 


L 


Andrew  C.  Hove,  Jr. 
Acting  Chairman 


Enclosure 
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21  - -    -      

1  capital  and  H  ii^-'-.losure  standards,  -which  are  not  less 

2  stringent  tVinTi  United  States  standards.". 

3  TITLE    m-FINANCIAL    INSTITU- 

4  TION  INSOLVENCY  REFORMS 

5  SEC.  301.  TREATMENT  OF  CERTAIN  SWAP  AGREEMENTS  BY 

6  CONSERVATORS  OR  RECEIVERS  OF  INSURED 

7  DEPOSITORY  INSTITUTIONS. 

8  Section  ll(e)(8)(D)(vi)  of  the  Federal  Deposit  Insur- 

9  ance  Act  (12  U.S.C.  1821(e) (8) (D)(vi))  is  amended— 

10  (1)  by  striking  "purchased"   each  place  such 

11  term  appears;  and 

12  (2)  by  inserting  ",  equity  derivative,  equity  or 

13  equity  index  swap,  equity  or  equity  index  option, 

14  bond    option,    spot    foreign    exchange   transaction" 

15  after  "ciirrency  option". 

16  SEa   302.  AUTHORITY   OF  THE   CORPORATION   WITH   RE- 

17  SPECT   TO    FAILED    AND    FAILING    INSTITU- 

18  TIONS. 

19  Section  11(e)(8)  of  the  Federal  Deposit  Insurance 

20  Act  (12  U.S.C.  1821(e)(8))  is  amended  by  adding  the  fol- 

21  lowing  new  subparagraphs:  ^ 

22  "(F)  Clarification. — "So  provision  of  law 

23  shflJl   be   construed   as   liT"i^"g   the   rig^t   or 

24  .,^^        power  of  the  Corporation,  or  authori2dng  any 

25  court  or  agency  to  limit  or  delay,  in  any  man- 
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1  ner,  (he  right  or  power  of  the  Corporation,  to 

2  transfer  any  qualified  financial  contract  in  ac- 

3  cordance  with  paragraphs  (9)  and  (10)  or  to 

4  liquidate  any  such  contract. 

5  "(G)    Undeecapttalized   insiibed   de- 

6  POSrrORY  institutions. — The  Corporation,  in 

7  consultation  with  the  appropriate  Federal  bank- 

8  ing  agencies,  shall  prescribe  regulations  requir- 

9  ing  more  detailed  recordkeeping  with  respect  to 

10  qualified  finnnfinl  contracts  (including  market 

11  valuations)   by  insured   depository  institutions 

12  that  are  undercapitalized  (as  defined  in  section 

13  38).". 

14  SEC    303.    AMENDMENTS    RELATING   TO    TRANSFERS    OF 

15  QUAUFIED  FINANCIAL  CONTRACTS, 

16  Section  ll(e)(10)  of  the  Federal  Depositxlnsurance 

17  Act  (12  uXc.  1821(e)(10))  is  amended— 

18  (1)  D^^  redesignating  subparagraph  (B)  as  sub 

19  paragraph 
(2)  by  insernug  aftei^subparagraph  (A)  the  fol- 
lowing new  subparagj^hs: 

"(B)  Ei^CT  o"k  NOTICE. — ^If  a  conserva— 
tor-or-r^mver  for  an  insux;^d  depository  institU' 


M5!^  f5o3 


4- 


20 
21- 
22 
23 
24 
25 


\^- 


s  '''»^* 


tion/ih  default  has  taken  stcps.>reasonably  cal- 
itcd  to  provide  notice,  pursuanr\to  subpara- 
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I 
2 
3 
4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 
"TT 

17 

18 

19 

20 

21 

22 

23 

24 

25 


r 


graph  (A),  to  any  person  by  the  close  ofc-^usi- 


ness  (local  ^tiir*)  on  the  busmess 


the  appointment 


jf  the  -eoQse 


for  such  institution 
ceiver  has  transferre 
(9)  (A),  afl  qualifi 
the  deposito: 
any  affTIr 


consCTvatop-er^re- 
lursuant  to  paragraph 
contracts  between 
ch  person,  or 
pb  (8)(A) 
iot  apply  with  respect  to  such  piM^on  or 
.te  in  connection  with  any  such  contract. 


institution  and 
of  such  person,  pa 


"(C)  Treatment  of  bridqe  banks.^^ 
r— -  r\Or  a.A      q^ 
a  bridge  bank  &r-otha:=J  institution  i&^organized 

.  V —  /or    \J^  \  cU  . 

by  the  Corporation  -aad)  a  conservator  is  ap- 
pointed for  TOfh  hnnlr  hr  in'TtitQ^^ — 

"(i)  immediately  upon  the  organiza- 
tion of  the  banlt  oP  institution;  or 

"(ii)  at  the  time  of  a  purchase  and  as- 
sumption transaction  between  such  banlr'V 
V..OP  institution  and  a  failed  depository  insti- 
tution for  which  the  Corporation  has  been 
j^pointed  receiver, 
tho  bridge  bault-ep- 
considered  a  depositoiy  institution  in  default 


J-  \^\\'^.tr 


^^u 


for  purposes  of  this  paragraplv^fid-paragrap' 


hsr^ 
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1  SEC.  304.  CLARIFYING  AMENDMENT  RELATING  TO  MASTER 

2  AGREEMENTS. 

3  Section  ll(e)(8)(D)(vii)  of  the  Federal  Deposit  In- 

/ 

4  sm-ance  Act  (12  U.S.C.  1821(e)(8)(D)(vii))  is  amended  to 

5  read  as  follows:  cv^ 

6  "(vii)      Treatment   /  op     master 

7  AGREEMENT  AS  1  -SWAP-' AGREEMENT. — 
g  "  Notwithstanding  any  other  prmosion  of 
9  law,  any  master  agreement  for  any  con- 

10  tract  or  agreement  described  in  clause  (ii), 

1 1  (iii),  (iv),  or  (vi),  together  with  all  supple- 

12  ments  to  such  mngtjT  agreement,  shall  be 

13  treated  as  1  swap^agreement  for  purposes 

14  of  this  paragraph.''.  V^_JL.^ 

15  SEC.  305.  TECHNICAL  AMENDMENTS  RELATING  TO  QUALI- 

16  FEED  FINANCIAL  CONTRACT& 

17  (a)  Definition  op  Qualified  Financial  Con- 

18  tract. — Section  11(e)(8)(D)  of  the  Federal  Deposit  In- 

19  surance  Act  (12  U.S.C.  1821(e)(8)(D))  is  amended— 

20  (1)  in  clause  (i),  by  inserting  "spot  contract," 

21  after  "swap  agreement,"; 

22  (2)  in  clause  (iv),  by  striking  "(24)"  and  insert- 

23  ing  "(25)";  and 

24  (3)  in  clause  (v),  by  striding  "101(41)"  and  in- 

25  serting  "101(47)". 
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i  (b)  llmitation~c>n>,^ghts  of  counteepakties  in 

2  Event  of  Default  Due  to  Appo^ttment  of  a  Con- 

3  SEKVATOR. — Section  11(e) (8) (KKI)   of  the  Federal  De- 

4  posit   Insurance   Act    (12    T?:S.c\l821(e)(8)(E)(i))    is 

5  amended  by  inserting  ",/mieT  than  a  afefe,nlt  based  solely 

6  upon  the  appointmeat  of  a  conservator"  before  the  semi- 

7  colon  at  the  end./  \ 

8  TITLE  IV- INTERNATIONAL 

9  REGULATORY  COOPERATION 

10  SEC.  401.  STUDY  OF  INTERNATIONAL  REGULATION  AND  SU- 

11  PERVISION  OF  DERIVATIVES  ACTTVITIES  OF 

12  FINANCIAL  mSTTTUTIONS.  .     • 

13  (a)  In  General. — ^Before  the  end  of  the  30-day  pe- 
"14  riod  beginning  on  the  date  of  the  enactment  of  this  Act, 

15  the  Secretary  of  the  Treasury  shall  request  a  meeting  with 

16  the  appropriate  representatives  of  the  other  major  indus- 

17  trialized  coimtries  to  plan  a  study  to  examine  the  adequacy 

18  of  the  international  regulation  and  supervision  of  deriva- 

19  tives  activities  of  finnncial  institutions. 

20  (b)  Goals  op  Study. — ^The  goals  of  the  study  as 

21  proposed  by  the  Secretary  of  the  Treasuiy  pursuant  to 

22  subsection  (a)  witii  respect  to  derivatives  activities  of  fi- 

23  nnncial  institutions  shall  be  as  follows: 

24  (1)  To  foster  a  greater  understanding  of  the 

25  manner  in  which  derivative  financial  instruments  af- 
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v:  \inarcin\f  diaiaai 
May  23,    1994 

via   TJ.8.C.    1821  (•)  (10)  . 

JtotlCicatlon  of   trsnsfair 

/ 

(A)  Za  g*n*z»l 

ir-- 

(i)  the  receiver  for  an  Insured  depository 
Inatltutloa  in  default  makes  any  transfer  of  the  assets 
and  liabilities  Of  such  institution;  and 

(11)  tlie  transfer  includes  any  qualified  financial 
contract; 
the  receiver  shall  notify  any  person  who  la  a  party  to  any 
such  contract  of  such  transfer  "by  5:00  p.m.  (Eastern  Time) 
on  the  business  day  following  the  appointment  of  the 
receiver. 

(B)  Cextain  rights  not  enforceabl* 

(1)  A  person  who  is  a  party  to  a  qualified  financial 
contract  with  an  insured  depository  institution  may  not 
exercise  any  right  such  person  has  to  net  or  close  out  such 
contract  under  paragraph  (B)  (A)  of  this  subsection  or  12 
U.S.C.  S§  4403  or  4404  solely,  by  reason  of  the  appointment 
of  a  receiver  for  the  depository  institution  (or  insolvency 
or  financial  condition  of  the  institution  for  which  the 
receiver  is  appointed] - - 

(A)  Until  5:00  p.m.  (Eastern  Tioie)  of  the  business 
day  following  the  appointment  of  the  receiver;  or 

(B)  After  the  person  has  received  notice  that  the 
contract  has  been  transferred  pursuant  to 
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paragraph  (9)  (A)  of  this  mibsection.   For  purposes  of 
this  subparagraph,  the  Corporation  as  receiver  shall  be 
deemed  to  have  notified  a  person  if  It  has  sent  notice 
to  the  person  at  the  last  address  shown  on  the  records 
of  the  insured  depository  Institution  with  respect  to 
such  contracts  by  means  provided  for  in  the  contracts 
or  by  other  means  reasonably  calculated  to  reach  that 
person  by  the  time  specified  in  subparagxaph  (A) . 
(2)  A  person  who  is  a  party  to  a  qualified  financial 
contract  with  an.  Insured  depository  institution  may  not 
exercise  any  right  such  person  has  to  net  or  close  out  such 
contract  under  paragraph  (8) (B)  of  this  subsection  or  12 
V.S.C.    S§  4403  or  4404,  solely  by  reason  of  the  appointment 
of  a  conservator  of  the  depository  institution. 
{C}  Business  day  defined 

For  purposes  of  this  paragraph,  the  term  "business  day" 
ffieans  any  day  other  than  any  Saturday,  Sunday,  or  any  day  on 
which  the  New  York  Stock  Exchange  or  the  Federal  Reserve 
Bank  of  New  York  Is  closed. 
12  T7.S.C.  1821(e)  (8)  (B)  ^ 

(E)  Certain  provisions  in  event  of  Appointment  ofjconservator  " 
Notwithstanding  any  other  provision  of  this  chapter  (other 
than  subsections  (d)(9).  (e) (10) ,  and  (n) (4) (I)  of  this  section 
and  section  1823 (e)  of  this  title) .  any  other  Federal  law,  or  the 
law  of  any  State,  no  person  shall  be  stayed  or  prohibited  from 
exercising- - 
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(1)  any  right  such  person  haa  to  cause  the  tenninacion, 

liquidation,  or  acceleraticm  of  any  qualified  financial 

/ 
contract  with  a  depository  dLnatitution  in  a  conservatorship 

based  upon  a  default  under  such  financial  contract  which  is 

enforcesible  under  applicable  noninsolvency  law; 

(ii)  any  right  under  any  security  arrangement  relating 
to  such  qualified  financial  contracts;  or 

<iii)  any  right  to  offset  or  net  out  2uiy  termination 
values,  payment  amounts,  or  other  transfer  obligations 
arising  under  or  in  connection  with  such  qualified  financial 
contracts. 

12  U.S.C.  4403  Bilateral  nettlagr 

(a)  General  rule.  Notwithstanding  any  other  provision  of  law 
(other  than  sections  (ii)  (e)  (8)  (E)  and  (11)  (e)  (lO)  (B)  o£  the 
Federal  Deposit  Insurance  Act) ,  the  covered  contractual  payment 
obligations  eind  the  covered  contractueil  payment  entitlements 
between  any  2  financial  institutions  shall  be  netted  in 
accordai^ce  with,  and  subject  to  the  conditions  of,  the  terms  of 
any  applicable  netting  contract. 

12  T7.8.C.  44  04  Claaxlng  organisation  netting 

(a)  General  n«ttln{7  ml*.  Notwithstanding  any  other 
provision  of  law  (other  than  sections  (11) (e) (6) (B)  and 
{11)  (e)  (10)  (B)  of  the  Federal  Deposit  Act),  the  covered 
contractual  payment  obligations  and  covered  contractual  payment 
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entltl«monCB  of  a  membar  of  a  clearing  organisation  to  and  from 

all  other  members  of  a  clearing  organization  shall  ba  netted  in 

/ 
accordance  with  and  mibject  to  the  conditions  of  any  applicable 

netting  contract. 
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JOINT  STATEMENT  OF  THE  LEADING  FINANCIAL  INDUSTRY  AND 
PROFESSIONAL  ASS0CIftTION3  IN  THE  UNITED  STATES  OF  AMERICA  ON  H.R.  4503 

'Th*  Darivatives  Safaty  and  Seundnaan  Suparvlalon  Act  of  1394' 

NEW  YORK,  July  11  /PRNawawir*/  --  Tha  following  wa«  rslaaatd  by 

sight  laading  financial  industry  and  profaaalenal  aaaeclationa: 

Tha  laading  financial  induotrv  and  profaaaional  aaBociationa 
announead  today  thair  unifiad  raapona*  to  N.R.  4S03.  tha  Oarivitlvsa 
Safaty  and  Soundnaaa  Supsrvision  Act  of  1994.   Thia  Lagialatlon  ia  tha 
aubjact  of  a  haaring  acnadulad  for  July  12  in  tha  Houaa  of 
Repraaantativaa '  SuBcoinmi  t  taa  on  Financial  Inatitutlona  SuparvlBion, 
Rsgulation  and  Oapoait  Inauranca  of  tha  Connittaa  on  Banking,  Finanea 
and  Urban  Affaire. 

Aa  tha  recent  Ganaral  Accounting  Offica  and  aarliar  rsporta  have 
confirmed,  dtrivativae  are  important  financial  toela  that  enhance  tha 
riak  management  capabilitiea  of  and-uaera.   Oerivativaa  enable  thair 
UBsre  to  manege  a  long  and  growing  list  of  riaka.  Including  theaa 
involving  intereat  raCaa,  currcnelaa  and  oonnedlty  price*.   The  rapid 
growth  in  the  use  of  darivatlvea  ia  attributable  to  their  effioienoy  as 
risk  managemint  tsala,   Indeed,  the  efficiency  of  darlvativea  haa 
eroinftad  many  uaera  to  begin  Identifying,  meaauring  and  managing  riaka 
that  went  uneheoked  in  tha  paat . 

Wa  believe  the  bill'a  proviaiene  will  rtduea  tha  availability  and 
incraasa  tha  coat  of  important  riak  management  atrategieB  invoivlng 
darivativaa,   Conaequently,  tha  market  liquidity  of  the  Inatruawnta 
wQuld  be  neoatively  impaoied  and  the  value  of  derivativea  aa  ri«k 
control  toole  would  decline.   The  bill  would  also  unnecaaearlly  reduce 
the  flatibility  of  financial  auparvisora  who  have  tastified  on  many 
occaeione  that  thay  already  have  and  are  uaing  the  power*  they  need. 

We  atrongly  agres  with  the  Federal  Reserve  Board,  tha  Federal 
Qepoait  Inauranca  Corporation,  the  Office  of  the  Cofnptrollar  of  the 
Currency,  tha  Office  of  Thrift  Supervlaion,  the  Coamoditiae  Futuree 
Trading  ConniaBion,  the  Saouritlea  and  Eichange  Commiaaion,  and  the 
Treeeury  Department  that  new  lagialatlon  involving  derivativea  is 
unnecaaaary. 

The  eight  financial  industry  and  profeeaional  asaociationa  arti 

Aaaociation  of  Financial  Holding  Companiae 

Tha  Bankers  Roundtable 

Futures  Induetry  Aaaoaiation 

International  Swaps  and  Derivstivsa  Aasoclatisn 

The  New  York  Cleeringhouae 

Public  Sacurltlee  Aaaociation 

Seeuritiea  Industry  Aaaociatlan 

Treeeury  Management  Asaociatian 

-B-  7/11/94 

/CONTACTi   Milton  6allia  of  International  Swaps  and  Oarivativee 
Aaaociation,  212-332-12a2/ 
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rinol  IndBitry  Groapa  ^^)aa  Oppo«itioa  ta   D««iv»tJ<_>  Bill 

M2I7  YOSX  -DJ-  £igbt  laadiag  flaaaaial  Indaatxy  and  pvofedaloaail 
ftaaociatioaa  aaaounced  theiE  nalflod  oppositioa  to  K.R.  4303,  the 
Oaxivativea  Safety  and  Sooadossa  Supaxvlaioa  ^t  of  1994. 

Shlfl  laflBlatlon  ia  the  dtibjact  o£  a  beaxlag  aoliedulad  £ox  totaonow, 
in  tha  House  of  R«prasantativ«a  Suboannlttaa  on  Tlaaaolal  Xaatitntlona 
Sttpervlaioa,  Regulation  and  Deposit  Zaauxanoe  of  tbe  ccaBiittee  oa 
Baakiay,  rinanaa  aod  Urban  Xf falsa. 

Za  a  relaaaa,  the  gronpa  maid:  ' 'Ke  believe  tbe  bill'i  proviaioaa 
will  reduce  tbe  availability  and  incraaae  the  coat  of  iapoiMaat 
riak-finaavameat  atxatagiea  iavolvtag  daxivativea .  Coa«eqQeDtJ.y,  tbe 
market  li<iuidity  of  tbe  iaatrisBaata  trould  be  negatively  affeotad  a&d 
tbe  value  of  derivatives  as  risk  control  tools  would  deoliae.  Tha   bill 
would  also  uaneoeaaasily  reduce  the  flexibility  of  finaaoial 
snpervisoza  who  have  tastifiad  oa  many  oooaaioas  that  tbay  already  have 
and  are  using  the  powers  they  need. 

'  'fta  atxoagly  agree  with  tb«  redoral  Reaexve  Board,  tbe  federal 
Deposit  Inanxanca  Corporation,  the  Office  of  t^9   Ccaiptxollas  of  the 
Currency,  tbe  Offioe  of  Thrift  Supervision,  the  CoBBoditiea  Fatuxes 
Trading  Conaaiasioa,  the  Secasities  and  Kjachaage  CcsaKiaaioa  aad  tbe 
Txeasory  Department  that  new  legislation  iavolvi&g  desivativea  is 
usnaoeaaazy. ' 

Che  eight  finaaoial  industry  aad  proCeaaioaal  aaaooiatlons  are; 
^KsBociatioB  of  riXLanoial  Koldisg  conpaaiaa;  The  Bankers  Bonadtable; 
raturaa  ZndQstxy  Xsaeeiatloa;  znternatioaal  swaps  aad  Derivatives 
Xssoolation ,'  The  »ew  Teck  Claaxlaghouae)  Publis  Becacitiea  Aaaoaiatioa; 
SeeuxiCi**  ZadustrV  Aasooiation;  and  Txeaauzy  Managaswat  Aaaoaiation. 
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